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Prunier offers no threat to a 


sound insured buyout plan 


An unsound life 


leads to income tax liability to the shareholders. Mr. 


insurance plan implementing a 


by ROBERT J. LAWTHERS 


corporation buyout agreement 


Lawthers, who is Director of 


Benefits and Pension Business of the New England Mutual Insurance Company of 


Boston, 


Prunier case as an example. 


| Nee? ONCE in a while a tax decision 
comes down that raises hopes or 
discussion, far 


fears, and beyond the 


scope of its applicability. The recent 
Prunier case! is an excellent example. 
Like gossip, the news of it has travelled 
from commentator to commentator, 
growing in generality and losing in pre- 
Parti- 


cularly in the popular press,? the noise 


cision with each communication. 


level has drowned the signal. The im- 
pression has been given that this case 
holds that whenever premiums are paid 
by a corporation on insurance on the 
lives of its stockholders, and the pro- 
ceeds at the death of an insured are to 
be used by the corporation to acquire 
his stock, the premiums as paid will con- 
stitute taxable income to the stockhold- 
ers. The case does not so hold. 

The facts of the case were, to say the 
All that the decision in- 
dicates is that if one makes enough mis- 


least, peculiar. 





THE INSUBSTANTIAL 
PAGEANT FADED 

Yea, all which it inherit, 

dissolve, And, 


shall 
like this insubstantial 
pageant faded, Leave not a rack be- 
hind.” (The Tempest, Act. IV, Scene 
1.) “I am quite aware that this is all 
largely a matter of words, but so is 
much of the law of property; and un- 
less we treat such formal distinctions 
as real, that law will melt away and 
rack behind.” (Judge 
Learned Hand, Commissioner v. City 
Trust, 74 F2d 242.) 


leave not a 


Bank Farmers’ 











discusses both the form and substance of such plans, 


using the recent 


takes, sets up a plan on a sufficiently in- 
correct basis, or attempts to accomplish 
too much in the way of advantages for 
the stockholders, one may incur unde- 
sired tax liability. 

Even so, the decision was a close one, 
four judges holding for the Commis- 
sioner and three joining in a dissenting 
opinion. 

Let us look at the facts, the respective 
contentions of the taxpayers and the 
Commissioner, and the actual positions 
taken in the majority opinion and in 
the dissent. 

The decision was concerned with in- 
come-tax liability, for the year 1950, to 
two brothers, Henry E. Prunier and 
Joseph E. Prunier, stockholders of J. S. 
Prunier & Sons, Inc. Up to (at least) 
1950, the brothers had 
owned all of the 450 shares of outstand- 
ing stock of the corporation (50% each). 
On or about that date, they gave a 
cousin ten shares, leaving themselves 
with 48-8/9% each. 

During the year 1950, the corporation 
had paid premiums on $45,000 of life 
insurance on each life, the proceeds of 
which, at the death of an insured, were 
to be payable to the brother but were to 
“go to the corporation” to be used by it 
to purchase the decedent’s stock. The 
majority opinion of the court held that 
the premiums paid by the corporation 
during the year 1950 were includible in 
the gross income of the two insured, re- 
spectively. 

The policies had been taken out over 
a period of years. They had had a some- 


November 2, 


what checkered history, both as to bene. 
ficiary and ownership. To show the ex. 
treme of ineptness, one policy had, for 
a brief period of time, designated a 
beneficiary “Henry E. Prunier Sons, 
Inc.” (a non-existent corporation) and 
had identified the corporation as the 
“brother” of the insured. By the begin. 
ning of 1950 and from then until May, 
1952, every policy had shown the brother 
of the insured, ‘individually, as its pri- 
mary beneficiary, and had shown the 
brother, at least while living, as entitled 
to change the beneficiary (and thus, by 
one procedure or another—under the 
customary provisions of life-insurance 
contrd¢tts—entitled to borrow upon, sur. 
render, or otherwise deal with the poli. 
cies).3 

In May, 1952, after the question of 
possible liability to the 
stockholders had been raised by the goy. 
ernment, all policies were so changed as 
to provide for the corporation as benef 
ciary, but with the right to change the 
beneficiary (and thus, incidentally, to do 
anything else with respect to a policy 
while the insured should be living) re- 
served, in the case of policies on Jos 
eph’s life, to the brother, Henry, his 
executors or administrators, but, in the 
case of policies on Henry’s life, to Henry 
himself.4 

So far as the provisions of the policies 


income-tax 


themselves were concerned, there was no 
time during their history (up to and in- 


1 Henry E. Prunier et al, 28 TC No. 4, 4/12/57. 
2 For example, see The Wall Street Journal, May 
8, 1957, Business Life Insurance, page 1, under 
“Tax Report.’’ Also, somewhat less generalized, 
The New York Times, May 5, 1957, Tax Verdict 
Hits ‘Family’ Policies, Section 3, page 1. 

® One cannot help but wonder at the apparently 
inept handling of beneficiary and ownership. 
Were the parties and their advisors unaware of 
the distinction between buyouts for partnership 
interests, or stock buyouts between individuals, 
and corporate-entity buyouts? Or were they less 
ingenuous than they seemed? Were they trying 
to get the corporation to pay (from income on 
which they personally would not be taxable) for 
what they themselves saw as essentially a cross- 
buyout agreement, and at the same time avoid 
any possibility that the policies or their proceeds 
would be subject to the claims of the corpora- 
tion’s creditors? 

4 Why, even at this point, with tax trouble brew- 
ing, did the brothers keep, at least in form, indi- 
vidual ownership of the policies (during the life 
of an insured)? Did they fear that, under the 
then law, a transfer of every interest in the 
policies to the corporation would subject death 
proceeds to income-tax liability? Why not have 
made such a transfer as a contribution to capi- 
tal? Or why not have attempted to establish as 
a fact that the individuals possessed, and had 
possessed, rights with respect to the policies and 
their proceeds solely as agents of the corpora- 
tion? (See Lewis, cited note 24.) And why an 
actual change in the ownership provisions of the 
policies on Henry’s life? Why, for these, the 
transfers from Joseph to Henry? This may have 
been the worst thing that could have been done. 
If this change was effected by Joseph alone, and 
if the corporate minutes do not show an author- 
ization for it, Joseph's effecting of the change 
would seem to indicate that he did not consider 
that he had previously (in 1950, particularly) 
controlled the policies on his brother’s life solely 
as agent of the corporation. It is all very puzz- 
ling, unless one assumes that the brothers were 
unwilling to take the possible consequences of 





cluding 
when 1 
vented 
Henry, 
the cas 
Neve 
premiu 
1946. 


Facts o 

In 1 
cision | 
Henry, 
minute 
ceeds ¢ 
which 
corpor: 
tion in 
of ther 
the col 
of the 

The 
action 
and di 
At this 
made ; 
agreed 
Henry 
the fa 
was $1 
brothe 
used s| 
nectio’ 
event 
ration 
deceas 


real ow 
it had | 
5This « 
tation | 
opinion 
senting 
6 Their 
the co 
that in 
commu! 
to the 

See not 
' Georg 
N. Lor 
D. Yue 
69 F2d 
CA 2, § 
694 (1! 
part, I 
“Some 
and 24. 
§ Caspe 
(1925) 
CA-5, | 
1020 ( 
lations’ 
®* The C 
Revenu 
264 (a) 
1954); 
690 (1 
29. 

10 Note 
er,’ wl 
that in 
right 1 
other y 
a police 
but th 
(equits 
corpor. 
See no 
1 This 
ment. 

and nc 
2 See : 








) bene 
the ex 
ad, for 
ited as 

Sons 
n) and 
as the 
begin 
il May 
prother 
its pri 
vn. the 
ntitled 
1us, by 
er the 
uranc 
n, sur 


e poli 


ion of 
oO the 
1e goy 
eed as 
benefi 
ge the 
, to do 
policy 
ng) re 
n Jos 
ry, his 
in the 
Henry 


olicies 
was no 


nd in 


vi. 
May 
» under 
sralized 


Verdict 


12 
al, 


parently 
nership 
ware of 
nershir 
viduals, 
hey less 
trying 
ome on 
le) for 
aA Cross- 
> me 


yrocee 


orpora- 
e brew- 
m, indi- 
the life 
der the 
in the 
t death 
ot have 
ce) capi- 
vlish as 
nd had 
ies and j 
orpora- 
why an 
; of the 
se, the 
uy have 
n done. 
ne, and 
author- 
change 
onsider 
ularly) 
solely 
y puzz 


'S were 
ices of 











cluding the changes made in May, 1952) 
when the corporation could have pre- 
vented the brothers (after May, 1952, 
Henry, alone) from personally receiving 
the cash values of the policies. 

Nevertheless, the corporation had paid 
premiums on the policies, at least since 
1946. 


Facts of the buyout agreement 

In 1946, an agreement, which the de- 
cision says was executed by Joseph and 
Henry, was entered in the corporate 
minute book, to the effect that any pro- 
ceeds of the policies on these lives on 
which the premiums were paid by the 
corporation should “go to the corpora- 
tion in the event of the death of either 
of them and this money is to be used by 
the corporation to buy out the interest 


of the party that dies.”’5 

The corporate minutes show further 
action at a meeting of the stockholders 
and directors held on November 2, 1950. 
At this meeting it was “agreed upon and 
made a part of the by-laws” that “It was 
agreed by and between” Joseph and 
Henry (then the sole stockholders) that 
the fair value of the corporation stock 
was $110,000 and that it was “their (the 
brothers’) desire that this be the value 
used should a stockholder sever his con- 
nection with thé corporation, or in the 
event of death of either that the corpo- 
ration will purchase the interest of the 
deceased party at said value, with the 


real ownership by the corporation of the policies 
it had paid for (up to that time). 


This quotation, and all other material in quo- 
tation marks in the text, is from the majority 
opinion, except such material under “The dis- 
senting opinion” which is from that opinion. 
‘Their “intention”? was of no importance unless 
the corporation could effectively hold them to 
that intention. One wonders whether the agent 
communicated this to his home office? Was notice 
to the agent notice to the insurance company? 
See notes 22 and 23. 

*George Matthew Adams, 18 BTA 381 (1929); 


N. Loring Danforth, 18 BTA 1221 (1930); Frank 
D. Yuengling, 27 BTA 782 (1933), aff’d. CA-3, 
69 F2d 971. (1934); Commissioner v. Bonwit, 
CA 2, 87 F2d 764 (1937), cert. denied, 302 U.S. 
694 (1937), affirming in part, and reversing in 
part, Paul J. Bonwit, 33 BTA 507 (1935). See 
“Some Speculations” below in text, and notes 11 


SCasper Ranger Construction Co., 1 BTA 942 
(1925); Paramount-Richards Theatres Inc. et al, 
CA-5, 153 F2d 602 (1946); Oreste Casale, 26 TC 


1020 (1 





56), on appeal CA-2. See “Some Specu- 


lations’’ below in text, and note 24. 

® The Court here cites Section 24(a) (4), Internal 
Revenue Code of 1939 (corresponding to Section 
264(a)(1) of the Internal Revenue Code of 
1954); also, Merrimac Hat Corperation, 29 BTA 
690 (1934); and O.D. 627, 3 C.B. 104. See note 
29. 

1 Note the use here of the term “beneficial own- 


er,” which implies that the brothers now claim 
that in 1950 they did not individually possess the 
right to change the beneficiary and to exercise 
other policy rights, such as the right to surrender 
a policy and receive and enjoy the cash value, 
but that instead the corporation was the real 
(equitable) owner of all of these rights. Did the 


corporation authorize the changes made in 1952? 
See notes 3 and 4. 
"This “principle’’ makes an incorrect state- 


ment. See “Some Speculations’ below in text, 
and notes 24 and 29. 


“See note 6. 
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insurance money.” At the same meeting, 
it was also voted that the brothers would 
each issue five of their shares to Irene 
M. Prunier, Clerk (their cousin). 

The corporation had claimed no de- 
duction for premiums paid, but had re- 
ferred to the premium payments in 
Schedule M of its income-tax return as 
“Insurance premiums paid on the life 
of any officer or employee where the 
corporation is directly or indirectly a 
beneficiary.” 

The Court continues: “When the 
policies were written, Henry and Joseph 
informed the agent of the substance of 
the written agreements which the poli- 
cies were to carry out. They intended® 
that in the event of the death of either 
the corporation should be the owner of 
the proceeds of the policies on the life 
of the deceased party for a single specific 
purpose, namely, use the proceeds to 
purchase the stock interest of the de- 
ceased party in the corporation at a 
price agreed upon by them prior to the 
death of either.” 


Background principles of decision 


The opinion cites cases to the effect 
that when a corporate employer pays in- 
surance premiums on the life of an offi- 
cer or employee whose estate or family 
is the beneficiary, the premiums are sub- 
ject to tax as part of the employee’s com- 
pensation,’ and cases to the effect that 
when the insured is a stockholder as well 
as an officer or employee, premiums paid 
by the corporation may be taxed as divi- 
dends.8 It sets forth as further back- 
ground that when the corporation is di- 
rectly or indirectly a beneficiary under a 
policy, the premiums are not deductible 
by the corporation because in the nature 
of an investment of corporate capital, 
and are not chargeable as income to the 
officer, employee or stockholder.® 

It states: “There is no dispute be- 
tween the parties with respect to the 
foregoing general principles. The con- 
troversy is as to which of those principles 
is applicable here.” 

The Court states the position of the 
two stockholders and their wives (joint 
returns were involved) as follows: ‘““The 
petitioners take the position that by vir- 
tue of the agreements in 1946 and 1950 
respecting the disposition to be made of 
the proceeds from policies on the lives 
of Joseph and Henry the corporation 
was, at all times material herein, the 
beneficial owner of the insurance poli- 
cies!° and upon the death of the insured 
was entitled to have the proceeds paid 


to it. They contend that, such being the 
situation, the applicable and controlling 
principle is that no income inures to the 
insured employees from premium pay- 
ments where the corporation is the 
beneficiary and owner of the insurance 
policies.” (My emphasis.) 


The government’s position 


The court states 
position as follows: “The respondent 
takes the position that the agreements 
were merely agreements between Joseph 
and Henry, who owned substantially all 
of the outstanding capital stock of the 
corporation, that upon the death of 
either, the survivor would devote the 
proceeds he receives from the insurance 
on his brother’s life to the purchase of 
the deceased brother's stock at a price 
based solely on their desire, and that by 
virtue of the agreements, the corpora- 
tion merely became the conduit through 
which the desired result would be ac- 
complished. He contends that under 
such circumstances the benefits resulting 


the government's 


from the insurance policies will inure 
directly to Joseph and Henry, that the 
payment of premiums on the policies by 
the corporation constituted an applica- 
tion by Joseph and Henry of corporate 
funds for their personal benefit, and that 
the decision in the instant cases should 
be controlled by the principle that pre- 
miums paid by a corporation on insur- 
ance on the lives of officers or employees 
where the corporation is not a benefici- 
ary constitute taxable income to the in- 
sured.”11 (My emphasis.) 


The majority opinion 

The following gives the gist of the 
majority opinion: 

“To the close of 1950, the corporation 
had never been named in any of the 
policies, or by endorsement thereto, as 
beneficiary. The endorsements in 
May 1952 followed the respondent’s ex- 
amination of the tax liability of the peti- 
tioners which terminated in the deter- 
mination of the deficiencies in contro- 
versy. 

“... we are of the opinion, and have 
found as a fact, that Joseph and Henry 
intended!2 that in the event of the death 
of either the corporation should be the 
owner of the proceeds of the policies on 
the life of the deceased party and that 
such ownership should be for the sole 
purpose of purchasing the stock interest 
of the deceased party in the corporation 
at a price which had been agreed upon 
by them prior to the death of either. 
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. . . We see nothing in that agreement 
to indicate that some amount less than 
all of the proceeds was to be employed 
for that purpose, . . . Obviously if either 
Joseph or Henry had died after Novem- 
ber 2, 1950, ... 


of the 


there would be no part 
proceeds remaining which the 
corporation could retain, 

“In view of what has been said above, 
it appears that if Joseph or Henry had 
died during the taxable year, the corpo- 
ration would not have been enriched by 
receiving the proceeds from insurance 
policies on the life of the deceased and 
using them to purchase stock he had 
owned in the corporation. The corpora- 
tion’s indebtedness to creditors would 
have remained undiminished, and while 
the corporation would have eliminated 
at least the greater part of the deceased’s 
ownership interest in it, represented by 
his stock, the proportional interest of 
the surviving stockholder, or stockho!4- 
ers, thereby would have been greatly in- 
creased. In this situation and since the 
record does not otherwise indicate any 
benefit which might flow to the corpora- 
tion from the purchase of a deceased in- 
sured’s stock interest, we conclude that 
during the taxable year the corporation 
was neither the beneficial owner nor the 
beneficiary of the insurance policies on 
the lives of Joseph and Henry involved 
here.”” (All emphasis mine.) 

The last three paragraphs of the ma- 
jority opinion I give in full: 

“By providing that, if either of them 
should die, the proceeds of the insur- 
ance on his life should be devoted to the 
purchase by the corporation of his stock 
at a previously agreed upon value, irre- 
spective of how much less the actual 
value of the stock might be, Joseph and 
Henry created an arrangement whereby 
the estate of the deceased would be as- 
sured of receiving for stock of the de- 
ceased the entire amount of the pro- 
ceeds from the insurance on the life of 
the deceased. Further, the survivor, 
without any cost to him, would have his 
proportional interest in the corporation 
so greatly increased that he would be- 
come, by far, the dominant stockholder 
of the corporation with its going busi- 
ness.18 In addition he would have the 
power to name anyone he wished as the 
beneficiary of the insurance on his life.14 
Such being the situation at the close of 
1950, we are of the opinion that Joseph 
and Henry each had interests in the 
policies of insurance on their lives that 
were of such magnitude and of such 
value as to constitute them direct or in- 
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direct beneficiaries of the policies. Cf. 
Ernest J. Keefe, 15 TC. 947.15 

“Since it is neither shown nor claimed 
that the endorsements made on the poli- 
cies in May 1952 were intended to be 
retroactive and since the year 1952 is 
not before us, we express no opinion as 
to the effect of those endorsements. 

“Having heretofore concluded that in 
1950 the corporation was not a benefici- 
ary of the insurance policies here in- 
volved but that Joseph and Henry were 
direct or indirect beneficiaries of the 
policies, we are of the opinion that the 
respondent’s determinations that the 
premiums paid on the policies of insur- 
ance on their respective lives constituted 
taxable income to them, respectively, 
were correct.” 


The dissenting opinion 


The following is the gist of the dis- 
senting opinion of one of the judges, 
joined in by two others.16 

“It is not clear to me whether the 
opinion charges petitioners with income 
because the corporation was not express- 
ly named the beneficiary of the policy; 
or because, even if it had been, it was 
the stockholders and not the corpora- 
tion that were the true beneficiaries. 

“If the former, it seems to me to do 
violence to the concept that substance 
rather than form is the touchstone of 
most tax problems. Here the corporation 
paid the premiums, its interest in the 
policies was entered on the corporate 
minutes and, as I read the governing 
Massachusetts law, it could under these 
circumstances apply to a court of equity 
to collect the proceeds. . . . (Cases are 
cited.17) 

“. .. It is difficult to think of any case 
where the stockholders do not indirectly 
benefit when the corporation receives 
funds. It is likewise true that in this case 
the corporation would in all probability 
be required to use the proceeds for the 
purpose to which, under the corporate 
minutes, they were to be devoted. 

“But this is not to say that the corpo- 
ration would not thereby corresponding- 
ly benefit.18 A corporation’s purchase of 
its own stock can be viewed as a corpo- 
rate purpose. ... J And I do not read the 
record as indicating, as the majority ap- 
pear to do, that the value of the stock 
would — necessarily be less than the 


amount petitioners agreed upon. Al- 
though the record contains no evidence 
of actual value, every compulsion of self- 
interest could cause these petitioners to 
arrive at a value as nearly correct as pos- 


sible since neither knew whose estate 
would receive the payment.19 

“. .. And, of course, even in the ab- 
sence of such an agreement, the corpora- 
tion could always agree subsequently to 
buy up the stock of a deceased stockhold- 
er. If that prior agreement had not exist- 
ed here, I wonder whether that would 
make all the difference.”2° 

Torn out of context, there are state- 
ments in the majority opinion which 
could be stretched to mean that every 


18 This sentence, taken out of the context of the 
entire decision, seems to be the basis for some 
of the broad generalizations respecting the effect 
of the decision that I refer to early in this paper. 
4 This is very important and could have had a 
strong cumulative effect on the majority decision. 
The point seems to be that, with legal ownership 
of a policy in an individual, the most the corpo- 
ration could require was preservation of the 
status quo of the policies until the first death, 
and a then use of the proceeds of the policies on 
the decedent’s life to effect the buyout—if it 
could require this much. After the first death, 
however, there would be nothing to give the cor- 
poration a claim to any interest in, or right with 
respect to, the policy on the survivor's life. (The 
majority opinion appears to have construed the 
buyout agreement as having no effect after the 
stock of the first stockholder to die had been ac- 
quired by the corporation. I share with the ma- 
jority a reluctance to interpret an agreement as 
—_—ew that a corporation is to swallow its own 
tail.) 

1 This case involved two partners, with insur- 
ance on the life of each, paid for by each in- 
sured, and payable to the other. Upon the death 
of one, the proceeds of insurance on the life of 
the decedent were to be collected by the survivor 
and paid over by him to the estate of the dece- 
dent in lieu of the decedent’s interest in the 
partnership. The survivor would then succeed to 
all rights in the insurance on his own life, with- 
out making any payment to the estate of the 
decedent on account of the values of such poli- 
cies. The partners attempted to deduct premiums 
thus paid by each on his own insurance as a 
business expense. The deduction was disallowed, 
mainly on the ground that each partner was, di- 
rectly or indirectly, a beneficiary of the insur- 
ance on his own life. 

18 See note 5. 

17 Massachusetts Linotyping Corporation v. Field- 
ing, 312 Mass. 147, 43 N.E. 2d 521 (1942). See 
also Brierly v. Equitable Aid Union, 170 Mass. 
218, 48 N.E. 1090 (1898); and Handrahan v. 
Moore, 332 Mass. 300, 124 N.E. 2d 808 (1955). 
See note 22. 

18T wonder whether the dissenting judges would 
hold insurance to be for a corporation's benefit 
if clearly owned by, and payable solely to, the 
corporation, but subject to a requirement that it 
must be used at the death of the insured to ac- 
quire his stock for the corporation, even though 
the corporation should then be insolvent and the 
stock worthless? One may doubt that on this is- 
sue clearly presented they would necessarily so 
hold. Something of this sort seems to have had 
cumulative weight in the majority decision. How- 
ever, under some circumstances this would, in 
my opinion, involve a distribution by the corpo- 
ration of the proceeds at death (with any in- 
come-tax liability at death) rather than a dis- 
tribution with each premium payment. See 
“Some Speculations” below in text, and note 24. 
#® This depends on the circumstances. It may or 
may not have been true of the Prunier brothers. 
The published opinions do not show. See note 37. 
2° It is evident to me, at least, that if the cor- 
poration had been the beneficiary and complete 
owner of the policies, with no requirement that 
the proceeds be used for stock-buyout purposes, 
it would have made “all the difference.” See ‘‘Les- 
sons to be Learned” below in text. 

21 See note 13. 

22 Did the entering of the agreements in the cor- 
porate minute book make the corporation a party 
to the agreements, and did these entries bind the 
stockholders not to do anything with respect to 
the policy that would impair the availability of 
the proceeds for the buyout purpose? The dis- 
senting judges seem to believe that, in equity, 
the corporation could have enforced its right to 
receive proceeds at death, but it is not clear that 
either they or the majority considered what, if 
any, enforceable rights the corporation might 
have had with respect to the policies during the 
life of an insured. (See, however, Massachusetts 
Linotyping, cited note 17.) 

*3 The discussion of the policy provisions, in this 
paper, is taken solely from the decision. I have 
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buyout agreement implemented by life 
insurance could result in. taxable in- 
come to the stockholders with respect to 
the premiums.*! It is to show the degree 
of violence that must be done to the 
majority Opinion to arrive at this con- 
clusion that I have quoted so extensively 
from that opinion. 

The entries in the minute book of the 
corporation seem to show an extraordi- 
nary mixing-up of acts appropriate to 
the corporation and acts appropriate to 


no knowledge of what the policy provisions may 
actually have been. Nor can I know how much 
or how little of the whole situation may have 
been brought to the attention of the insurance 
company, and what requirements it may have 
made, or would have made, for dealings with 
the policies or payment of the proceeds. The 
decision does not show whether the insurance 
company had knowledge of the existence of the 
agreements and their entry on the corporate 
minute books. If so, might not the insurance 
company have taken the position that there could 
be no dealings with the policies, and no pay- 
ments pursuant to them, except for the benefit 
of the corporation? As an official of a life- 
insurance company, I am painfully aware how 
difficult it sometimes is to get information from 
policyholders who “know what they want” and 
who resent suggestions “from a meddling home 
office.” 

“When a corporation pays premiums on a pol- 
icy, and there is any circumstance under which 
the corporation will not benefit from the insur- 
ance, one gets involved in a distribution by the 
corporation, or a potential distribution. The 
problem of determining when that distribution 
occurs may be difficult. If someone other than 
the corporation is the beneficiary named to re- 
ceive proceeds at death, and if the corporation 
retains no substantial property interest in the 
policy to be extinguished at death, the distribu- 
tion will occur with each premium payment. See 
Adams, Danforth, Yuengling, Bonwit and Casper 
Ranger, cited in notes 7 and 8. Also, C. Francis 
Weeks, 16 TC 248 (1951). If, however, the cor- 
poration retains such an interest to be extin- 
guished at the death of the insured, and the pro- 
ceeds then become payable to someone other than 
the corporation, the distribution occurs at the 
death of the insured and is of the policy pro- 
ceeds. See Golden v. Commissioner, CA-3, 113 
F2d 590 (1940). See also Iawthers, Life-Insur- 
ance Proceeds Subject to Income Taz, C.L.U. 
Journal, Winter, 1956, Vol. XI, No. 1, page 44. 

Some of the above cases are sometimes cited to 
the effect that the paying of premiums by a cor- 
poration on insurance for the benefit of an ob- 
ject of the insured’s bounty will constitute a cor- 
porate distribution, at the time of premium pay- 
ment, even though the corporation retains inter- 
ests in the insurance—for example, the right to 
surrender the insurance for cash. None of the 
above-cited decisions justifies this conclusion. 
Paramount-Richards and Casale, cited in note 8, 
are something else again. 

Paramount-Richards was a hard case. Its cir- 
cumstances were very complicated and unusual. 
It can be used to support the contention that 
there is a distribution with each premium pay- 
ment by a corporation, even though the corpore- 
tion retains interests in the policy to be extin- 
guished at death. The Golden doctrine seems to 
me to be the better one. 

Casale is, in my opinion, just a bad decision. 
See Lawthers, Weakness in Casale decision, 5 
JTAX 342. See also note 25. 

For an interesting case in which a policy paid 

for by a corporation was owned by the insured, 
and payable at his death to beneficiaries of his 
choice, but it was held that the premium paid by 
the corporation was not a distribution and not 
taxable income to be insured, see Lewis v. O’Mal- 
ley, CA-8, 140 F2d 735 (1944). With respect to 
interests existing in the policy during the life 
of the insured, the court, in the light of the 
facts, viewed the corporation as the real owner 
of the policy, and the insured as its agent. The 
Court left open the question of income-tax liabil- 
ity at the death of the insured if the proceeds 
then became payable to personal beneficiaries of 
the insured. 
®See Levine, More on Casale, 6 JTAX 289. I 
differ with Mr. Levine in his reading of the Cas- 
per Ranger and Weeks cases. See note 24. 
*% Compare Adele F. Goodman, 4 TC 191 (1944) 
(a gift-tax case). Also, Golden, see note 24, 
supra. However, any attempt of the corporation 
to take a deduction for premiums as paid would 
probably have been frustrated, because it would 
have been, in the usual sense of the term, al- 
though not in every sense, a beneficiary. 
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the individuals who happened to own 
its stock. What place- have agreements 
between the brothers in votes of the 
corporation’s directors or stockholders? 
Note that in the 1950 entry, the value of 
the corporation was expressed as having 
been agreed upon between the two 
stockholders, not, as one would custo- 
marily, find, between the stockholders 
and the corporation as a separate en- 
tity.22 Why should the corporation vote 
that the stockholders should give away 
some of their stock? 

Observe that the government’s posi- 
tion was that there had been merely 
agreements between individual stock- 
holders to the effect that “the survivor 
would devote the proceeds he received 
from the insurance” to purchasing his 
brother’s stock “at a price based solely 
upon their desire.” This statement of the 
government’s position seems to show 
that it was not here trying to fight the 
situation in which there is a true, corpo- 
rate-buyout agreement. 

Note that the majority opinion distin- 
guishes the facts from those ordinarily 
existing in which the corporation would 
itself receive the proceeds and effect the 
purchase. Note also the emphasis on the 
lack of anything showing a benefit to be 
derived by the corporation itself from 
the insurance, and the emphasis on the 
fact that, irrespective of the actual value 
of the stock, the estate must ultimately 
receive the entire insurance proceeds, 
and the insurance must be devoted to 
purchasing the stock and could not be 
available to creditors of the corporation. 

On form alone, the situation was a 
bad one, and, as I read the majority 
opinion, it holds that the substance was 
not sufficiently good to counteract the 
bad effects of the form. 

The elements that I see as leading to 
the majority opinion follow. In form, 
the corporation was neither the benefi- 
ciary nor the owner of the policy. Even 
though the agreement was one for the 
acquiring of stock for the corporation, 
it was an agreement between the stock- 
holders themselves and not clearly an 
agreement between them and the corpo- 
ration. The price to be paid for the 
stock was determined by the stockhold- 
ers individually. The entire proceeds of 
the insurance were to pass to the estate 
of the decedent, even though the stock 
should be worth much less. The insur- 
ance proceeds must pass to the estate of 
the insured in return for the stock, and 
could not be available under any cir- 
cumstances for general purposes of the 


corporation, even to pay creditors in 
case of insolvency (insolvency is not 
mentioned in the decision, but it seems 
to me that this factor is implicit in it). 
Nothing in the record shows any benefit 
that might flow to the corporation from 
the purchase of a deceased insured’s 
stock interest. If the corporation was the 
real beneficiary of the policy, it was such 
merely as a conduit to the stockholders 
to serve their personal purposes. 

I can see no applicability of this de- 
cision to a case in which: a corporation 
and its stockholders enter into an agree- 
ment for purposes of the corporation 
(and incidentally for purposes of the 
stockholders); the corporation carries in- 
surance with itself as beneficiary and as 
unrestricted owner; and the insurance 
proceeds are to be used at the death of 
an insured to effect a redemption or 
purchase by the corporation of his stock. 
The foregoing assumes that: care is 
taken in the agreement to establish a 
proper price; provisions are included 
that will prevent such use of the pro- 
ceeds if the corporation is insolvent; the 
way is left open for the proceeds to be 
first used to meet claims of creditors if 
this should prove necessary; and the 
proceeds will ultimately pass to the es- 
tate of the insured only in an amount 
not in excess of the reasonable value of 
the stock at the time of the insured’s 
death. 


Some speculations 


The decision would have been much 
less apt to be misunderstood, and would 
have been more instructive, if an issue, 
implicit through it, had been made ex- 
plicit. Who, during the life of an in- 
sured, really the right to 
change the beneficiary, to surrender a 
policy and enjoy its cash value, and to 
exercise other incidents of ownership of 
a policy?28 

If, despite the entering of the agree- 
ments in the minute book, the provis- 
ions of the policies were conclusive, and 
thus, during the year 1950, the brother 
of the insured, in fact, possessed these 
rights alone, for his own enjoyment (or 
possessed them jointly with the insured), 
then, and then only (in my opinion), 
each payment of premium by the corpo- 
ration represented a corporate distribu- 
tion?4—a condition for income-tax liabil- 
ity to the individuals at the time of a 
premium payment.?5 

In this event, it would have made no 
difference if the corporation were the 
beneficiary named in the policy to re- 
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ceive the proceeds at the death of an in- 
sured. This would merely have meant 
that the corporation had an expectancy 
of receiving the death proceeds through 
a future, automatic, voluntary transfer 
by the person or persons entitled the 
moment before death to change the 
beneficiary and to exercise and enjoy 
the other policy rights.26 

The principle attributed to the Com- 
missioner at the end of the quotation in 
“The government’s position” above is 
not a correct statement of anything. By 
the Code, a corporation may not deduct 
premiums paid on life insurance of 
which it is directly or indirectly a bene- 
ficiary; but this does not imply that if 
it is not a beneficiary, those premiums 
will necessarily be taxable income to the 
insured. 


Meaning of term “beneficiary” 


If one construes “beneficiary” as 
meaning solely whoever is named in the 
policy to receive proceeds payable at 
death, then when a corporation is not a 
beneficiary premiums paid by it may or 
may not constitute taxable income to 
someone,?? and, if so, may or may not 
be deductible by the corporation.?§ If 
they constitute taxable income to some- 
one, that someone may or may not be 
the insured.29 Under some circum- 
stances, it may be the proceeds payable 
at death that will be included in some- 
one’s taxable income, not the premiums 
as paid.80 Then again, both may bé so 
includible.*! 

One sees in this decision some play, 
back and forth, between the restricted 
meaning of “beneficiary” given in the 
previous paragraph and the use of the 
term to mean anyone in any way bene- 
ficially interested in the policy itself dur- 
ing the life of the insured or in its pro- 
ceeds after the death of the insured.32 
If a corporation pays premiums on insur- 
ance of which it is not, to any extent, in 
this broader sense, the beneficiary—that 
is, insurance with respect to which it 
possesses no interest whatso- 
ever, whether during the life of the in- 


property 


sured or after his death—then each pay- 
ment of premium by the corporation 
will represent a corporate distribution, 
but not necessarily to the insured. The 
distributee, and the person subject to in- 
come-tax liability, may be someone other 
than the insured.33 : 

The universe of taxation is boundless 
better, boundless worse. 

One may see the majority opinion as 
holding, in effect, that the agreements 
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between the brothers, with the entering 
of them in the minute book, did not 
provide anything of sufficient benefit to 
the corporation to give it (and thus its 
creditors, as distinguished from its stock- 
holders) a sufficient interest in the polli- 
cies and their proceeds to prevent the 
brothers from doing as they pleased with 
the policies during the life of an in- 
sured. 

If the court had arrived at the conclu- 
sion that the agreements between the 
brothers had no effect whatsoever on the 
ownership of the policies, then the pre- 
miums paid by the corporation during 
the year 1950 on the policies on a par- 
ticular life should not, in my opinion, 
have been includible in the gross income 
of the insured, but of his brother to 
whom the right was reserved to freely 
deal with the policies. I assume the 
court determined that the agreements 
had effect as between the brothers such 
as to give enough of beneficial enjoy- 
ment in the policies and their proceeds 
to the insured so that it was the insured, 
in each case, and not the brother who 
should be subject to the income-tax li- 
ability. 


Lesson to be learned 


The dissenting opinion may, in turn, 
be seen as holding mainly that a suff- 
cient property interest had been estab- 
lished for the corporation, in the poli- 
cies and their proceeds, to prevent the 
brothers from freely dealing with the 
policies during the life of an insured. 

There is some indication in the ma- 
jority opinion that, even if one had a 
situation in which a corporation were 
unrestrictedly the sole owner of a policy 
during the life of the insured, a distribu- 
tion by the corporation might result 
from a requirement that the policy pro- 
ceeds be used at the death of an insured 
to acquire his stock, if too high a price 
were established for the stock, or if the 
proceeds must be devoted to the stock 
buyout at death, and thus be unavail- 
able for creditors of the corporation. 
However, on the above premises, I con- 
tend that the distribution, and income- 
tax liability, if any, would be of the 
policy proceeds, and would occur at the 
death of the insured. There would not, 
in my opinion, be corporation distribu- 
tions, and income-tax liability, at the 
time premiums were paid by the corpo- 
ration.34 


I think that the principal lesson to be 
learned from this case is that when one 
wants the technical advantages of insur- 


ance purchased by a corporation for 
stock-buyout purposes, one should ob- 
serve all technical niceties, and should 
respect the separate legal identity of the 
corporation, and the interests of the cor- 
poration and its creditors. It just is not 
true that one can depart from sound 


27 Depending on whether the policy provisions 
are such that the corporation makes a distribu. 
tion with each premium payment. See note 24. 
28 Non-deductible if a dividend. Deductible if com- 
pensatory—but not if, with other compensation, 
in excess of what is reasonable. But see note 26, 
*° To the insured, only if he is the policy owner, 
or if the policy owner or a beneficiary can be 
construed as a donee, nominee or appointee of 
the irisured, and if the corporation cannot divest 
the other interests. (See cases cited note 7.) This 
is not contrary to O.D. 627 (cited note 9), 
which provides for taxable income to the insured 
only if he is permitted to designate the benefici- 
ary and if the corporation is not in any way the 
beneficiary (my emphasis). To me this implies 
the broader definition of “beneficiary” discussed 
in the next paragraph of text. But see note 24, 
80 If the beneficiary to receive at death is other 
than the corporation, and the corporation has in- 
terests in the policy to be extinguished at death 
(Golden, cited note 24). Or if such beneficiary 
is not the corporation, but the beneficiary can be 
deemed to be an agent of, or a trustee for, the 
corporation, to make distribution on its behalf to 
someone else (Thomas F. Doran et al v. Com- 
missioner, TC Memo., 1956-121). See also Law- 
thers op. cit. supra, Life Insurance Proceeds, 
note 24. 
*|The circumstances for this might be various. 
One example would be if the policy owner and 
beneficiary is a non-exempt (under Section 101 
(a) (2) of the 1954 Code) transferee for a valu- 
able consideration, or donee of such a transferee, 
and is a stockholder of the corporation, and if 
the corporation pays premiums. In this event 
only part of the proceeds at death would consti- 
tute taxable income. See Lawthers op. cit. supra, 
Life Insurance Proceeds, note 24. 
* This broader meaning seems to be the one to 
be given in connection with Section 264(a) (1) 
of the 1954 Code (Section 24(a) (4) of the 1939 
Code), O.D. 627 (see notes 9 and 29, and most 
uses of the term in cases, except when the con- 
text clearly indicates the narrow meaning. 
88 It depends on the policy provisions. See notes 
24 and 29: 
*% See notes 24 and 30. Particularly note Golden 
and Lewis cited in note 24. 
® This does not rule out naming conditional bene- 
ficiaries in the policies in order that settlement 
options may be available to objects of the in- 
sured’s bounty, provided the corporation or a 
trustee for its benefit has first claim to the pro- 
ceeds. With the matter correctly handled, such 
conditional beneficiaries will, in effect, receive as 
transferees of the corporation, through the estate 
of the decedent, for an amount of proceeds 
equal to the price properly to be paid for the 
stock of the insured. This is merely to permit the 
corporation to use the obligation to it of the in- 
surance company as equivalent to obligations of 
The United States of the same dollar amount 
that would otherwise be proper for it to pay, 
with due regard to all desirable safeguards. 
* This may seem mere self-serving window 
dressing. Just because window dressing is fu- 
tile if the shop is empty does not mean that the 
window should not be properly dressed if there 
are high-quality wares to be found within. Cer- 
tainly the shopkeeper is foolish who puts his 
least attractive goods in the window. 
%7In corporations closely owned by a family 
group, either too high or too low a price may 
tend to a conclusion that personal purposes are 
being served more than corporate purposes. Too 
high a price may indicate that relatives are apt 
to be willing to forego something in the way of 
corporate profits, and have the corporation carry 
for them what is essentially personal insurance, 
if they are each concerned with providing for 
those who may be expected to inherit from the 
other or others. Quite different circumstances 
and desires may lead to too low a price. Here 
one may see an attempt to reduce estate-tax li- 
ability—and it will be all in the family anyhow. 
Nevertheless, if everything else is sound, the only 
risk in too low a price is that the Commissioner 
will disregard the price in determining the es- 
tate-tax value. The right price is the best price, 
and the accountant can be of great assistance in 
arriving at it. His recommendations and his 
work sheets should be filed with the agreement. 
On the other hand, it depends upon the whole 
array of circumstances whether this degree of 
care is necessary when the stockholders are not 
related, particularly if no stockholder has con- 
trol. Here one can usually assume arms’ length 
transactions between each stockholder and the 
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and exacting technical procedures and 
still have substantially the same thing. 
Bad form distorts the substance. 

\n insurance policy paid for by a 
corporation for such a purpose should 
be owned during the life of the insured 
solely by the corporation, or by a trustee 


corporation controlled (against him) by the rest. 
* This may not be critical if the stockholders are 
not related, and no one stockholder has control. 
Even so, it makes good sense. But if the stock- 
holders are related, or one of them has control, 
the failure to protect the corporation against a 
change downward in the value of the stock may 
tend to impugn the arms’ length nature of the 
whole transaction. 

®T have never seen the sense in such a pro- 
vision. To my thinking it tends to run counter 
both to a sound price, readjusted from time to 
time, and to insurance carried by the corpora- 
tion for its own purposes. I have even reviewed 
drafts of agreements in which the corporation 
was carrying insurance of a face amount equal 
to the otherwise established price for the in- 
sured’s stock, the insurance policy carried a 
rider for payment of an additional equal amount 
in the event of death by specific accidental means 
(a so-called double indemnity rider), and the 
draft provided that the insurance proceeds, in- 
cluding any such additional benefit, should be the 
minimum price to be paid for the insured’s stock. 
How unbusinesslike can one get? 

‘0 This may be necessary to make it an enforce- 
able agreement under local law. Also, the most 
frequently cited case to the effect that a corpo- 
ration has a business purpose in carrying insur- 
ance to buy the insured’s stock at his death is 
Emeloid Co., Inc. v. Commissioner, CA-3, 189 
F2d 230 (1951), reversing, 14 TC 1295. (In this 
case the issue was the determining of invested 
capital in connection with the excess-profits tax.) 
The Court found a business purpose of the cor- 
poration in carrying such insurance “‘to provide 
for continuity of harmonious management” (p. 
233). However, we find the Court saying further 
(p. 234), “Moreover, as a matter of law, when 
the insurance proceeds are realized on the death 
of one or both insured, such funds, in the hands 
of the trustee, will be available, if needed, for 
the payment of creditors of petitioner.” 

“It is in the family corporation that things can 
most readily go wrong in attempting an arms’ 
length agreement, primarily for corporate pur- 
poses. In such a situation, one may question 
whether one usually needs an agreement at all. 
The surviving members of the family and the 
estate of the decedent will together control the 
corporation, and, if everyone is friendly, it may 
be expected that any desirable buyout will be 
effected. The executor may be instructed to offer 
the stock to the corporation and to vote for the 
buyout. If all stockholders are valuable employees 
of the corporation, insurance may be carried for 
stiaight keyman purposes. 

In some circumstances, however, an agreement 
may be needed in order for the corporation to 
obtain the desired insurance, particularly if the 
stockholder to be bought out is not a valuable 
employee. Sometimes, also, an agreement may be 
desired to an attempt to peg the value of the 
stock for estate-tax purposes. (See note 37) 

When there are reasons to fear that all may 

not cooperate in a hoped-for buyout after the 
death of a stockholder (and this will usually be 
true when stockholders are not related), there is 
no question that an agreement is required. 
“If there is to be an agreement, the decision 
whether the insurance should be referred to in 
the agreement, and should be earmarked to ac- 
complish the buyout, depends principally upon 
human factors. When a stockholder has reason 
to fear that the corporation, under the control 
of the surviving stockholders, might be indis- 
posed to use the proceeds (to the extent appro- 
priate) to accomplish the buyout, and thus his 
estate be left with nothing but the possibility of 
an action in law or equity against the corpora- 
tion, he will be inclined to want the agreement 
to establish a trust and to want the insurance 
proceeds to be payable at his death to the trus- 
tee. In such event, I suggest that the agreement 
provide that the trustee’s obligation be: first, to 
see that the corporation is solvent and has a 
surplus, and, if not, to make it solvent, make 
good any deficiency of capital, and establish a 
surplus of $1; then, to use so much of the insur- 
ance proceeds as may be needed to buy the stock 
from the decedent’s estate at the established 
price (assumed here to be a proper one); and 
finally, if there are any remaining insurance 
proceeds, to pay them over to the corporation. 
If, however, the purpose of referring to the poli- 
cies in the agreement is to insulate them and 
their proceeds from creditors of the corporation, 
I question the propriety and workability of the 
device, and I think that the stockholders may be 
asking for income-tax trouble. 
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for its benefit. It should be payable at 
the death of the insured to the corpora- 
tion, or to a trustee for its benefit. Do 
not give the stockholders themselves, 
their estates, or their beneficiaries, any 
interests in, or rights with respect to, 
the policy or its proceeds.*5 

In any buyout agreement, set forth a 
corporation purpose—for example, the 
danger that stock may pass to persons 
who would not have the corporation’s 
interest at heart, or may be sold, given 
or bequeathed to parties who would not 
be active in management, and the im- 
portance to the corporation of preserv- 
ing continuity of harmonious manage- 
ment.36 


Independent advice on price 

Observe care to have the corporation 
agree with respect to the price that is to 
be paid for the stock. Particularly if re- 
lated stockholders together own a major- 
ity of the stock, or if any one stockholder 
has independent ac- 
counting advice respecting the price to 
be paid.37 Observe care that a stale, pre- 
viously established price will not still be 
controlling after the death of the in- 
sured if it should then prove too high.3§ 

This would rule out establishing the 
insurance proceeds as the minimum 


control, obtain 


price to be paid for the stock, irrespec- 
tive of any other consideration.®9 

It may be dangerous to attempt any 
procedure through which the insurance 
proceeds must be used to effect purchase 
of the insured’s stock, irrespective of the 
solvency of, and surplus position of, the 
corporation. On the contrary, if it is 
provided that the insurance proceeds 
must be devoted (to the extent needed) 
to buy the stock of the insured, affirma- 
tively include provisions through which, 
if the corporation has not a surplus at 
the death of the insured, the proceeds 
must first be so used as to make good 
any deficiency of capital and establish 
and leave a surplus of one dollar.4° 

In many situations it may be ques- 
tioned how much real need there is of 
a buyout agreement, and, if so, whether 
there is any necessity of referring to the 
One 
merely have insurance owned by the cor- 


insurance in the agreement. can 
poration, with the proceeds at death 
payable to the corporation as indemni- 
fication for the loss of the services of the 
insured, stockholding employee. If, how- 
ever, there are considerations that are 
deemed to make it important to have an 
agreement,*! and, if so, to specifically 
provide for the use of insurance pro- 


ceeds to effect the buyout,4? the possibil- 
ity of such use should, for maximum 
safety, be subordinated to the foregoing 
safeguards. 


Conclusion 

If stockholders are not willing to pro- 
tect the corporation and its creditors to 
the extent just set forth, then they can- 
not complain if someone reads into their 
actions a desire to abuse the corporate 
identity for their own personal purposes. 
I do not believe that anyone would ques- 
tion the statement expressed in the dis- 
senting opinion that whatever benefits 
a corporation incidentally benefits its 
stockholders. However, it does not neces- 
sarily follow that whatever benefits the 
stockholders will benefit the corpora- 
tion. There is just so much abuse that 
can be loaded on a corporation or on 
the technical handling of corporation- 
carried insurance before the corporate 
form is, for practical purposes, very apt 
to disappear in the thinking of courts, 
when tax matters are involved. 

On the confused set of facts that con- 
fronted the court in the Prunier case, 
with the especially bad form, and with 
the difficulty in evaluating the substance 
back of that form, I cannot too violently 
take exception to either the majority de- 
cision or the dissenting opinion, except 
to wish that the issues had been more 
precisely stated and evaluated. The pub- 
licity given this case will be of benefit 
to everyone if it leads taxpayers, attor- 
neys, and insurance agents to be more 
careful respecting the way they handle 
the details of business-buyout arrange- 
ments, the substance and draftsmanship 
of any agreements, and the provisions of 
insurance policies expected to imple- 
ment such agreements. 


No reason for panic 


It is unfortunate that, temporarily, 
some of the publicity has not seen the 
real meaning of the case, but has, in- 
stead, led to panic respecting all corpo- 
rate-buyout agreements that are coupled 
with insurance carried by the corpora- 
tion. One may expect that the panic will 
soon subside. If the result is some de- 
gree of residual fear respecting unortho- 
dox arrangements with respect either to 
any buyout agreement or the insurance, 
and a permanent attitude of caution 
against loading such arrangements too 
much in favor of the stockholders, with 
insufficient protection for the corpora- 
tion and its creditors, it will be all to 
the good. vr 
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How method of taking title to real estate 


affects tax liability of buyer & seller 


by MARTIN ATLAS 


A wide variety of choices of form confront the buyer and seller when a piece of 


real estate is sold. Tax consequences to both are affected substantially by the form 


the transaction takes. This article discusses the advantages and disadvantages of 


each form: corporation v. partnership v. 


individual; various joint ownership 


arrangements; effect of form of transaction on basis and depreciation; thin incor- 


porations; and a variety of other considerations which must be considered when 


advising on any real estate transaction. 


; es ARE MANY WAYS of acquiring 
real property. Although no income 
tax liability arises upon the acquisition 
itself, the method of acquisition can 
cause certain obligations to arise when 
the property is sold or otherwise dis- 
posed of. For that reason, a purchaser 
must select the method of purchase 
which will give him the greatest possible 
benefit when and if he should choose 
to convey the property. 


Purchase property or stock? 

The desirability of purchasing real 
property or stock in a corporation own- 
ing such property depends upon whether 
the price to be paid is higher or lower 
than the seller’s basis. If the property is 
owned by a corporation and the pur- 
chaser is paying more for the stock than 
the adjusted basis of the real property 
to the corporation, it is desirable to pur- 
chase the real property and not the 
stock; if the price to be paid for the 
stock is less than the corporation’s basis 
for the real property, then purchase of 
the stock is desirable. If the property is 
purchased, the purchase price becomes 
the basis of the property; if stock is pur- 
chased, the property retains the basis 
which it has in the hands of the corpo- 
ration because there is no transfer of 
the property as such. 

If the property to be purchased is 
owned by an individual, the purchase 
price will become the new basis for the 
purchaser. If the seller’s basis is higher 
than the purchase price, the purchase 
price will still become the buyer's basis 
unless the property is transferred to a 
corporation by the seller before the sale, 
and the stock in the corporation owning 
the property is sold. 

Example: A owns property which has 
an adjusted basis of $70,000 and is will- 


ing to sell the property for $50,000. If 
he transfers the property to a corpora- 
tion in exchange for its stock and then 
sells the stock for $50,000 to B, the prop- 
erty will retain its adjusted basis of 
$70,000; if it is sold directly, it will have 
a basis of $50,000 to the purchaser. The 
tax consequences to A are generally the 
same whether he sells the property or 
the stock. The only time the tax conse- 
quences may not be the same to A is if 
he is a dealer. In such case, if the sale 
results in a gain, it is to A’s advantage 
to transfer the property to a corporation 
and then sell the stock since the gain 
may then be taxed as on a sale of stock 
and consequently as a capital gain rather 
than as ordinary income; if the sale is at 
a loss, it is to A’s disadvantage to trans- 
fer the property to a corporation and 
then sell the stock since the loss would 
be treated as a capital loss rather than 
as an ordinary loss. Incorporation of the 
property by A would however permit B 
to enjoy an adjusted basis of $20,000 
more than the cost of the property. 


Purchaser’s Control of Form 


When the purchaser wishes to buy 
property and the seller wishes to sell 
stock or vice versa, the following proce- 
dures are available to overcome the im- 
passe. 

1. A price adjustment might be made 
by one party or the other which would 
tend to compensate for undertaking a 
transaction which is not in the most 
favorable tax form. 

2. If the purchaser will buy only stock, 
the seller may incorporate the property 
prior to sale. The requirement of incor- 
poration should not be part of the con- 
tract for purchase of the asset lest the 
Treasury treat the transaction as a sham. 

3. If the seller refuses to sell anything 


but ‘stock, and the purchaser will buy 
only assets, the purchaser may purchase 
the stock, indicating clearly, that his 
purpose in acquiring the stock is to ac- 
quire the assets and then promptly liqui- 
date the corporation. Such action is 
deemed to be the same as buying the 
asset directly. 

In order to meet the problem of the 
seller, who (in order to be assured of 
capital gains) will sell only stock and the 
corporate purchaser who (in order to be 
assured that the full purchase price will 
be reflected in the basis of the real prop- 
erty) will purchase only the real prop- 
erty, the law provides that under cer- 
tain circumstances, purchase of stock by 
a corporation followed by prompt liqui- 
dation of the corporation owning the 
real property will be treated as if the 
real property had been the asset pur- 
chased. The rules of application of this 
provisions are as follows: (1) the pur- 
chaser is a corporation, (2) the purchaser 
buys 80% or more of the stock of the 
corporation owning the property within 
a 12-month period, (3) a plan of liquida- 
tion for the acquired corporation is 
adopted after June 22, 1954, and (4) the 
acquired corporation is liquidated pur- 
suant to such plan within two years of 
the acquisition of the stock. 

No similar problem exists generally 
where the purchaser of the stock is an 
individual, since the fair market value 
of the property would be the same as 
the price paid for the stock and hence 
there would be no gain or loss on liqui- 
dation. To the extent that a difference 
is involved, gain or loss may be recog- 
nized. Some courts have held, however, 
that where stock was acquired by an in- 
dividual as the only means of acquiring 
the assets and the corporation is prompt- 
ly liquidated, no gain or loss is recog- 
nized and the cost of the stock becomes 
the basis of the property. 

Awareness of tax consequences per- 
mits 


possibilities for tax advantages 


through price adjustment - techniques. 


[Editor’s Note: This article is based on 
a portion of a book entitled “Tax 
Aspects of Real Estate Transactions,” 
written by Mr. Atlas and published re- 
cently by the Bureau of National Affairs, 


Washington ($12.50). The book is a 


broad treatment of tax aspects of real 
estate generally; the accompanying 
article is an adaptation of a small part 
of the book which the editors considered 
of unusual usefulness to practitioners.] 
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Among these techniques, the following 
should be considered: 

1. Purchase real property on short- 
term installment basis, so that the pay- 
ments plus interest are the same as the 
cash price. 

Example: Purchase of a building with 
a 20-year life for $20,000, payable $4,000 
a year over five years without interest 
would generally result in a depreciation 
allowance of 5% or $1,000 a year. If in 
lieu of $20,000 and no interest, the seller 
will take a price of $14,000 payable in 
five equal installments of . $2,800 per 
year, plus $1,200 interest per year, the 
total cost to the purchaser would be the 
same and the annual receipt to the sell- 
er would be the same, but during the 
first five years a greater deduction would 
be available to the purchaser. Thus, dur- 
ing each of the first five years, depre- 
ciation would be $700 plus the interest 
deduction of $1200 or a total of $1900. 
For the sixth and subsequent years the 
depreciation would be $700 a year in- 
stead of $1000. 

If real property is to be held for a 
relatively short time or if the property 
is acquired in a year when the pur- 
chaser’s income or the tax rates are high, 
such procedure may result in a net tax- 
savings. The seller may gain too, be- 
cause it spreads his profit over a number 
of years. 

In such a transaction it is imperative 
that the interest be stated as such in the 
agreement, along with the method of 
determining the interest. Otherwise, the 
total consideration will be deemed to be 
the purchase price. 

2. Allocate the price between land 
and building so as to maximize the de- 
preciation allowance. In general, in the 
absence of any allocation in the con- 
tract, the purchase price will be allo- 
cated between land and building in ac- 
cordance with the local assessment. Since 
depreciation is based only on the build- 
ing, it is maximize the 
building’s basis. Any agreement between 
purchaser and seller which is not fraud- 
ulent, unreasonable, or unrealistic will 
be sustained. 


desirable to 


Similarly where several pieces of real 
property are purchased together, alloca- 
tion to give a tax advantage is indi- 
cated. The following principles should 
be followed: 

(a) Where depreciable and nondepre- 
ciable assets are involved, allocate as 
much of the cost as possible to the de- 
preciable assets. 

(b) If several assets are involved and 
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they are all depreciable, allocate as 
much of the cost as possible to those as- 
sets having the shortest life. This will 
maximize the depreciation within the 
shortest time. 

(c) lf assets are involved, 
whether depreciable or not, allocate as 
much of the cost as possible to those 
assets.most likely to be sold first. This 
will postpone a portion of the tax to 
later sales. 


several 


(d) If sale of some of the assets will 
produce ordinary income and some capi- 
tal gain, allocate as much of the cost as 
possible to the assets which will produce 
the ordinary income. This will result in 
the lowest total tax on sale of all of the 
assets. 

(e) If goodwill is involved, allocate as 
little of the cost as possible to this since 
it is not depreciable. 

3. Purchase real property so that any 
advance rentals collected by the seller 
are treated to the advantage of the pur- 
chaser. 

Example: A buys a building from B 
for $100,000; B has collected advance 
rentals of $10,000, $5,000 of which is 
attributable to the time after A takes 
title. If the rents are apportioned at 
closing and $5000 credited to A, such 
amount is deemed to constitute income 
to him. Alternatively, if the price is re- 
duced to $95,000, with the provision that 
all the advance rents belong to B, they 
will not be income to A. If A has a loss 
from other sources, it may be advan- 
tageous to use the former method since 
the income will offset the loss without 
tax and A will have a basis for depre- 
ciation of $100,000. If, however, A has 
other income, the latter method may be 
preferable. 

The foregoing techniques which re- 
sult in benefits to the purchaser may 
make the sale less attractive taxwise to 
the seller. In such cases, it may be de- 
sirable to negotiate with respect to price 
or other factors to make the deal more 
attractive to the seller. 


Buy or rent? 


Very often one who wishes to acquire 
real property has a choice between buy- 
ing and renting. The choice very often 
depends upon the tax effects of the al- 
ternatives. 

In purchasing real property, the usual 
method is to make a down payment in 
cash and finance the balance of the pur- 
chase price through a mortgage payable 
in fixed amounts with interest over a 
period of years. 


The purchaser of real property may, 
for tax purposes, deduct depreciation on 
improvements to the property (if they 
are depreciable), interest paid on the 
mortgage, and real estate taxes paid. 
Land is not depreciable. Amortization 
payments made on a mortgage are not 
deductible. 

The lessee of property (other than a 
residence), may deduct rent regardless 
of whether it is for land or for build- 
ings. Further, he may deduct deprecia- 
tion on any improvements he makes and 
real estate taxes he pays. 

Example: If C corporation buys a 
piece of land for $100,000, all cash, the 
annual cost to it of that land is the 
amount the money would have earned 
if actively invested. If that is assumed 
to be 6%, the annual cost of the land 
is $6,000. This lost income is not de- 
ductible. Nor, since the asset is land, is 
any depreciation deductible. If, on the 
other hand, C rents the land at $6,000, 
that rent is deductible. If C’s tax rate is 
52%, the net cost of the rent is $2,880 
instead of $6,000. 

Example: If X corporation builds a 
building on its land, the building is de- 
preciable. If the building’s life (under 
some acceptable method of depreciation) 
is 30 years, the annual rate of deprecia- 
tion is 314%. If Y corporation builds an 
identical building on land which it has 
leased for 20 years, the asset is depreci- 
able over the life of the lease—5%—re- 
gardless of the life of the asset. 

In summary, therefore, the tax advan- 
tage of renting compared to buying 
arises from the deductibility to the rent- 
er of amounts which are not deductible 
to the owner for use of property. This 
difference may be measured by the ex- 
cess of the rent paid over the deprecia- 
tion allowable if the property were pur- 
chased. The tax savings are also in- 
creased during a period of high rates 
(i.e. during the existence of excess prof- 
its tax). To the extent that allowable 
depreciation increases and tax rates de- 
crease, the tax savings margin of rent- 
ing over buying property is narrowed. 


Large equity or small? 

When buying property is it desirable 
to invest as much as possible or as little? 
Interest paid on borrowed funds is gen- 
erally deductible. This reduces the cost 
of borrowing and makes borrowing rela- 
tively attractive. If funds can be alter- 
natively invested to yield more than the 
interest cost of borrowing money then 
it pays to borrow the money. 


ave=n8Q ats 
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Example: A has $20,000 and wishes to 
buy a building which costs $20,000. He 
can get a mortgage of $15,000 at 4%. Is 
he better off buying the house for all 
cash or paying $5,000 cash and the bal- 
ance by mortgage? Assume he can invest 
his money securely at 6% and that he is 
subject to a 30% income tax rate. If he 
buys the house for cash, all his money 
is tied up, but he saves ama the net 
cost of the interest he would Have to pay 
—$420 (70% of 4% on $15,000). If he 
borrows the $15,000, he has a net inter- 
est cost of $420, but he may invest that 
$15,000 at 6% which will yield after tax 
$630. If the net interest he must pay is 
$210 a 
year as a result of placing a mortgage 
property investing the 
money. On the other hand, if he could 
invest his funds only at less than the 


subtracted, he is better off by 


on the and 


interest rate he must pay, he would be 
better off buying the house outright. 

Offsetting any tax advantages of bor- 
rowing, it must be remembered that: (a) 
the loan will have to be repaid, and (b) 
the amount alternatively invested may 
depreciate. In general economic terms, 
in a period of inflation marked by rising 
prices, equity should be as small as pos- 
sible and in periods of deflation, equity 
should be as large as possible. 


Thin corporations 

A “thin” corporation is one which has 
in its capital structure a low ratio of 
equity capital to debt. While one reason 
noted 
above, the maximization of yield, there 


for such capitalization is, as 
are also other important tax considera- 
tions involved. 

Capital investment in a corporation 
cannot be withdrawn tax-free if the cor- 
poration has profits except upon liqui- 
dation of an investment; borrowed funds 
may be repaid to the lender at any time. 
investor wishes to re- 
not tie up 
funds in any single investment, as small 


Thus where an 
coup his investment and 
an equity investment as possible is in- 
dicated. 

In addition, the following factors 
should be noted: 

1. Interest payable on debt is de- 
ductible by the debtor corporation; a 
similar amount payable as a dividend is 
not. Where the corporation is closely 
held, however, the advantage of a deduc- 
tion to the corporation fgr the full 
amount of the interest payment may ex- 
ceed the advantage to the owner of the 
corporation for a credit on a portion 


of the dividend received. 
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2. If a corporation liquidates or goes 
bankrupt, losses on stock or on bonds 
constitute capital losses to the individ- 
ual owner of the stocks or bonds. Losses 
on debts not evidenced by bonds are 
treated as short-term capital losses and, 
subject to limitations of deductibility 
within a given year, are fully deductible. 
Further, losses attributable to the debt, 
if it was incurred in trade or business, 
are fully deductible against any other 
type of the creditor’s income. 

3. The debt structure of a corpora- 
tion may reduce or avoid the surtax on 
improperly accumulated surplus and on 
personal holding companies. 

The Government has attempted to 
discourage obvious tax-avoidance abuses 
of thin corporations by disallowing in- 
terest deductions and treating all losses 
as capital losses. Ratios of as much as 
debt to 25% equity have been sus- 
tained. Higher ratios have been held to 
be unreal transactions, especially if (a) 
the same individuals own the stock and 
debt proportionately, (b) the indebted- 
ness has no fixed maturity date, or (c) 
interest is paid only when there are 


"ror 
19% 


profits. 

Caution would seem to demand that 
if the debt and equity are owned by the 
same persons proportionately, there 
should be sufficient equity to accomplish 
the initial corporate activity. The debt 
should (a) bear regular interest payment, 
regardless of whether the corporation 
earns a profit, (b) have a fixed maturity 
and equity with other creditors, and (c) 
the regular formalities 
which would be followed with respect to 


a debt owed to an outsider. 


comply with 


Corporate or individual ownership? 


The main tax determinant of whether 
property should be owned by an indi- 
vidual or through a corporation depends 
largely upon which method results in 


lower taxes to the owner. In general, 
where the purchaser has a substantial 
amount of other income, ownership of 
property through a corporation will re- 
sult in a tax saving if the income is not 
withdrawn from the corporation. 
Table I shows the difference between 
the average tax rates on income from 
real property held by a corporation and 
income from such property held by an 
individual, assuming different amounts 
of individual income from other sources. 
As the table shows, if a man has real 
property yielding $10,000 a year and 
$25,000 of other income, corporate own- 
ership will result in a tax of 30% or 
$3,000 on the income from the real prop- 
erty as compared with 46.7% or $4,670 
if the property is individually owned. 
This is important not only in and of 
itself, but also as a means of paying off 
the The 
$1,670 may be used to pay off a mort- 


cost of property. additional 
gage on the real property and thus in- 
crease the owner’s equity in the prop- 
erty. 


Factors favoring corporate ownership 


There are considerations other than 
rates which sometimes dictate corporate 
ownership. Among these may be men- 
tioned the following: 

Where property is held by several per- 
sons, it is easier and more convenient to 
designate those interests by shares of 
stock than by individual interests in real- 
ty. Further, if some of the persons wish 
to sell their interests, the sale of shares 
of stock is simple whereas the transfer 
of interests in real property requires 
title deeds, On the other 
hand, purchasers may sometimes refuse 
to purchase stock and demand a direct 
interest in the property. In such case, 
the corporate form may be a burden 
rather than a help. Thus, if the corpora- 
tion sells, it pays a tax on the profit. In 


search, etc. 





Net income Average 
from Corporate 
property Rate! 
$5,000 
$ 5,000 30% 23.6% 
10,000 30% 26.0% 
25,000 30% 33.8%, 
50,000 41% 44.6%, 


of $25,000. 





TABLE I 
Average Individual Rate on Net Income from 
Real Property Owned by a Taxpayer? 
Whose Other Income Amounts to — 


1 Corporate rate equals 30% on all net income plus 22% on amount in excess 


* Assumes a married person filing a joint return. 


$10,000 $25,000 $50,000 
28.4%, 44.6% 60.8% 
30.8%, 46.7%, 61.4%, 
38.8%, 52.3% 63.1%, 
48.5% 57.71% 66.7% 
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order to get the proceeds into individual 
hands, it must liquidate or, if this is not 
feasible or desirable, the proceeds can 
be distributed only as a dividend which 
would involve another tax. In any event 
the procedure is cumbersome and costly. 

Where a dealer in real property has 
such property for sale either as an indi- 
vidual or asa corporation, segregation of 
real property held for investment into a 
separate corporation will simplify iden- 
tification and permit him to enjoy capi- 
tal gains treatment. 

Corporate ownership limits personal 
liability. 


Factors against corporate ownership 

Among the factors which sometimes 
dictate against corporate ownership, are 
the following: 

In the case of properties of small 
value, the added burden and expense of 
keeping a separate set of books for the 
corporation, preparing and filing nu- 
merous returns and reports, and paying 
various corporate license and _ registra- 
tion fees may offset some or all of the 
income tax savings. 

Corporate ownership may result in 
tax savings only if the corporation does 
not distribute a substantial portion of 
its income. If it does distribute its prof- 
its, then not only may the savings be 
erased, but corporate ownership may re- 
sult in a higher tax than individual own- 
ership. 

An owner may acquire income from a 
corporation only through salary pay- 
ments to him as an officer or employee 
of the corporation or through dividends 
as a stockholder. Salary payments are 
limited to amounts which are reasonable 
in the light of the services rendered. To 
the extent that salaries are paid, they 
are deductible to the corporation, and 
includible in the individual’s 
With respect to such amounts, therefore, 
it is as if the derived 
through individual ownership. Dividend 
payments are not deductible to the cor- 
poration but are includible income by 
the individual so that the total tax is 
higher than if the property were owned 


income. 


income were 


individually. 


Factors favoring individual ownership 

Individual ownership is not without 
merit at times. Among the factors favor- 
ing individual ownership are the follow- 
ing: (a) As shown above, if income from 
real property and income from other 
sources is low, the corporation rate may 
exceed the individual rate. Further, the 
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combined corporate and individual tax 
on corporate-held real property may ex- 
ceed the tax on individually-held real 
property; (b) In the case of loss-produc- 
ing real property, individual ownership 
permits such losses to be deducted from 
other income. For example, if vacant 
land, is owned by a corporation which 
has no income, the carrying 
charges (taxes and interest) cannot be 
deducted because there is no income 
against which to offset those expenses. 
If the property were held individually, 
the expenses could be offset against 
other lacome. 


other 


iin considering corporate v. individual 
ownersiip, it must be remembered that 
future events may make it desirable to 
reverse the type of ownership. If the 
property is placed in a corporation, and 
it is later decided that individual owner- 
shi)» is preferable, dissolution of the cor- 
poration and transfer of the assets to the 
individual is deemed to be a liquidation 
involving a possible tax to the extent 
that the value of the property has in- 
creised while the corporation owned it. 

On the other hand, if property is first 
placed in individual ownership, it may 
subsequently be conveyed to a corpora- 
tion at any time in exchange for its stock 
or other securities without tax. 

Thus, where future plans are indefin- 
ite, it may be desirable to take title in- 
dividually in the first instance. A trans- 
fer to a controlled corporation may be 
made at any time without tax effect. 


Factors against individual ownership 

The main arguments against individ- 
ual ownership are as follows: 

The individual tax rate, except for the 
lowest income, generally exceeds the cor- 
porate rate. 

Individual ownership exposes the 
owner to personal liability. This argu- 
ment, however, does not have much sub- 
stance because such liability is likely to 
arise only from injury to persons or 
property or from mortgage indebtedness. 
The first may be protected against by 
adequate insurance. The second may be 
avoided if (a) the mortgagor agrees to 
look only to the property for recovery, 
or (b) a dummy owner is used. Use of a 
dummy corporation to avoid personal 
liability does not necessarily mean that 
the corporation will be taxed as such. 
If the corporation does nothing but hold 
title and all business activities, i.e., con- 
tracts, financing arrangements, manage- 
ment, etc., are conducted individually, 
the property will be treated for tax pur- 


poses as individually owned. In order to 
assure such effects, however, appropriate 
corporate resolutions should be adopted. 
In view of these possibilities, the ques- 
tion of personal liability would not 
appear to be the controlling factor in 
deciding whether ownership should be 
through a corporation or individually. 


How man¥ corporations? 


It is fairly common for property not 
only to be held in corporate form, but 
for each piece of property to be held in 
a separate corporation. 

From the tax standpoint, there are 
advantages to ownership of each piece 
of property by a separate corporation 
which offset the additional costs which 
may be involved in organizing and main- 
taining several corporations. 


Reasons for separate corporations 

Separate corporations result in divid- 
ing real property income into the small- 
est amounts per taxable unit. 

Very often where several pieces of 
property are held in one company, an 
opportunity arises to sell one of those 
pieces of property. Transfer of the pro- 
ceeds of the sale to the shareholders can- 
not generally be made except through 
payment of a dividend. The dual taxes, 
first on the gain, payable by the corpo- 
ration and then on the dividend, pay- 
able by the individuals, may consume a 
very substantial part of the gain. 

If each piece of property were held in 
a separate corporation, H could then 
sell the stock in the corporation which 
owned the particular piece of property 
involved or liquidate the company and 
sell the property upon payment of only 
one tax of 25% instead of two taxes to- 
taling over 50%. 

Separate ownership also separates li- 
abilities. Thus, foreclosure because of 
failure to meet mortgage payments or 
bankruptcy for failure to pay debts gen- 
erally will affect only the property of 
the indebted corporation and not the 
assets of other corporations even though 
all of the corporations may be owned by 
the same person. 

Separate ownership permits flexibility. 
For example, if property is owned 
through several corporations, one corpo- 
ration may then rent property to an- 
other corporation and thus shift income 
even though the same person owns both 
corporations. 

The rent paid by a parent company 
to its subsidiary should be reasonable. 
Caution should be exercised in leasing 
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property to stockholders or to a partner- 
ship in which the stockholders are part- 
ners, since this may involve “personal 
holding company” problems. 

Dividing property among several cor- 
porations diminishes the likelihood of 
the imposition of the surtax on improp- 
erly accumulated surplus on any of the 
companies. Careful study should be 
made of the special rules applicable 
where corporations are acquired in order 
to avoid or evade income tax. 

Property which shows a loss should 
not be held in a separate corporation. 
Such 


stated, be individually held, or alterna- 


property should, as previously 
tively should be held in a corporation 
which has income. Unless this is done 
no tax benefit can be derived from the 
loss. 

Multiple corporations owned by the 
same person present accounting prob- 
lems. For example, if one person owns 
three pieces of property through one 
corporation, he may have only one fuel 
bill, one tax return, etc. If each property 
y a separate corporation, 
there are separate bills and returns for 


is owned by 


each corporation, thus multiplying ac- 
counting and bookkeeping records. 

Properties are not always either in- 
come-producing or non-income-produc- 
ing. Real property which shows a profit 
one year may show a loss in another. In 
any year, if property is held within one 
corporation, the losses of one property 
may be offset against the profit of an- 
other. If held separately, a tax will be 
due on the income of the profitable cor- 
porations even though other corpora- 
tions owned by the same person may 
show a loss. Net losses may be carried 
forward to offset future profits within a 
corporation, but in any year, no offset is 
available for the loss company. 


How many individuals? 
Individual ownership does not neces- 
sarily mean ownership by one person 
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only. Such ownership may be in joint 
tenancy with right of survivorship, a 
tenancy by the entirety (with a spouse), 
or a tenancy in common. 

The tax factor in individual 
ownership is that the individual income 
tax is steeply graduated. Therefore the 
greater the number of individuals own- 
ing a particular piece of property, the 
greater the possible tax savings. 

Table II shows the effect of dividing 
a given amount of income among var- 
ious numbers of individuals. 

Taking title in the name of several 
individuals may involve a gift and there- 
fore a gift tax. The gift tax is a one- 
time tax, however, and it may be wise 
to pay it in order to obtain annual in- 
come tax savings. Further, payment of a 
gift tax removes the property from the 
transferor’s estate and thus saves estate 
tax. 

Example: X property worth 
$500,000 and has a taxable net income 


basic 


owns 


of $50,000. He acquires a piece of real 
property worth $100,000, which yields 
$10,000. If he takes title as an individual 
he pays 62% or about $6,200 tax annual- 
ly on the $10,000 income. In addition, 
if he held the property until death, his 
estate tax would be increased by $16,000 
because of the $100,000 piece of prop- 
erty. If title were taken by a corpora- 
tion, the income tax would be reduced 
to $3,000 instead of $6,200, but the es- 
tate tax would be unchanged. If he had 
two sons and gave the property to them, 
he would be relieved of income tax and 
the income tax payable by the children 
(assuming they are unmarried and have 
no other income) would be only $1,800 
a year. X could pay a gift tax of as little 
as $675 on the transfer of the property 
in lieu of the $16,000 estate tax. 

A brief review of the types of individ- 
ual ownership indicates that there are 
three kinds. 

A joint tenancy with right of survivor- 
ship may be created between two or 








TABLE II 
Average rate for each person if divided 
Taxable Single among 
Income Person 2 persons 3 persons 4 persons 
10,000 26.4%, 22.0% 20.8% 20.4% 
25,000 40.6% 28.8%, 24.8%, 22.9%, 
100,000 67.3% 53.6% 46.0% 40.6% 
150,000 74.5% 61.7% 950% 48.1%, 
250,000 80.9% 71.7% 63.6% 58.0% 
500,000 86.0% 80.9% 76.1% (i i A 








more persons. Each tenant is an equal 
co-owner of the property under a single 
deed and as soon as one dies, his title 
passes immediately to the other tenants 
who then become the owners. If A and 
B are joint tenants, upon A’s death B 
becomes the sole owner. If A, B, and C 
are joint tenants, then upon A’s death, 
his interest will pass to B and C equally. 

A tenancy by the entirety is created 
where property is conveyed to a husband 
and wife by a single deed. It is like a 
joint tenancy in that the surviving 
spouse acquires title from the deceased 
and co-equal. Neither 
spouse may sever the tenancy, or mort- 
gage or sell the property without the sig- 
nature of the other. 

A tenancy in common need not be in 
equal shares. Such tenants need not 
have acquired title under a single deed 
or at the same time. Each may mort- 
gage or sell his interest and for most 
purposes it is as if each tenant owned 
in all respects his share of the property. 


ownership is 


Tax effects of tenancies 

Prior to 1954, where one tenant sup- 
plied all of the purchase price, a joint 
tenancy raised a gift tax question. The 
courts held that the tenant who supplied 
none of the purchase price received a 
gift to the extent of the interest re- 
ceived. 

The Internal Revenue Code of 1954 
eliminated the gift tax effects with re- 
spect to real property where a husband 
and wife are involved. It did not change 
the law if the joint tenant is a child or 
other relative or a stranger. 

Where property is held until death, 
it is subject to estate tax based on its 
fair market value at that time and the 
person who receives the property, takes 
that value as his basis. 

For the property to be so treated, it 
must (a) be includible in the decedent's 
gross estate and (b) received either “by 
bequest, inheritance or devise,” or, if 
the recipient was a joint tenant with 
the decedent, by reason of survival. By 
definition, a joint tenant who receives 
the interest of another joint tenant by 
virtue of death, receives that interest 
through survival as a legal consequence 
of the tenancy agreement and not “by 
bequest.” 

A tenancy in common has a different 
status. The creation of such a tenancy 
for real estate may involve a gift tax 
even if the tenants are husband and 


wife. By definition, one tenant who re- 
ceives an interest from another tenant 
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in a tenancy in common, receives that 
interest only if the tenant who died 
leaves it to him “‘by inheritance, bequest 
interest 
which is received carries with it the es- 
tate tax value. 


or devise.” Accordingly, the 


Nontax considerations 


\s in many other areas, tax considera- 
tions must be weighed against non-tax 
considerations. In some cases, the tax- 
payer may wish to forgo tax savings in 
order to accomplish other objectives: 

One important wish in many cases is 
to speed the transfer of property from 
a decedent to his family at a minimum 
cost. Joint tenancies and tenancies by 
the entirety are not subject to probate 
with attendant 
costs and delays. The transfer of an in- 


or other court action 
terest in common is subject to probate. 

\n interest in a joint tenancy or a 
tenancy by the entirety can pass only 
to the other tenants named in the deed. 
The interest of a tenant in common may 
be passed to anyone by will. Only a 
joint tenancy or a tenancy by the en- 
tirety will assure that an interest in prop- 
erty will pass to a particular survivor. 

One tenant by the entirety may not 
sell, transfer, or mortgage property with- 
out the consent of the other. Joint ten- 
ants or tenants in common have greater 
flexibility in disposing of or encumber- 
ing their interests. ‘The type of tenancy 
selected may be determined by the de- 
gree of flexibility desired. 


Syndicates, pools, joint ventures 


Very often two or more people will 
join together to carry out a singie trans- 
action. These transactions may be desig- 
nated as joint ventures, syndicates, or 


pools. The distinctions between these 
organizational types are not always clear. 
In general, a joint venture is formed for 
carrying out a single business venture; 
a syndicate is somewhat similar but 
usually emphasizes the financial aspects; 
a pool is a combination involving in- 
vestment of capital for an operation or 
investment or speculation in a_parti- 
cular kind of property or commodity. 
The tax treatment of these organiza- 
tions does not depend upon the form 
of organization. Any of these associa- 


tions may be treated as either a part- 
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nership or a corporation, depending 
upon the actions of the enterprise. If 
the actions are similar to those of a 
partnership, it will be so treated for tax 
purposes and the distributable income 
of such association will be taxable to the 
several participants just as if there were 
a partnership agreement. If the actions 
are similar to those of a corporation, it 
will be taxed in the same manner and 
to the same degree it would be if it were 
in fact organized as a corporation. 

Where an association is formed for 
the purpose of buying and selling, oper- 
ating, leasing, or otherwise dealing gen- 
erally in real estate on a continuing 
basis, and there is centralized manage- 
ment, it will almost certainly be taxed 
as a corporation. 

Property held in joint tenancy or ten- 
ancy in common will not ordinarily be 
taxable as if owned by a corporation. It 
does not follow, however, that such own- 
ership is positive protection against such 
taxation. 

Jointly-held may 
proved, operated, developed, subdivided, 
and sold without being held a corpora- 
tion; however, if the tenants set up an 


property be im- 


organization which acts in a representa- 
tive capacity to do all of the foregoing 
and then to divide the profits among 
the tenants according to their interests, 
such organization would be taxable as a 
corporation. 


The courts have indicated five salient 


features of an association, be it known 
as a partnership, joint venture, syndi- 
cate, or anything else, which will render 
it taxable as a corporation: (a) central- 
ized management, (b) continuity of 
operation uninterrupted by deaths 
among the beneficial owners, (c) trans- 
ferability of interests without affecting 
continuity of the enterprise, (d) title to 
the property held by the enterprise, and 
(e) limitation of the personal liability 
of participants. The presence of the 
first three of the above features is suffi- 
cient to render an association taxable as 
a corporation. 

To ensure that an association will not 
be taxable as a corporation, it is impera- 
tive to avoid at least the second and 
third features indicated above. 


Use of a straw 

Very often title to real property is 
taken in the name of a straw whose 
function is to conceal the identity of the 
buyer or separate the real purchaser of 
the property from personal liability on 
a mortgage executed to finance the deal. 
If the straw holds only bare legal title, 
the real purchaser of the property is re- 
garded as its owner for tax purposes. In 
such cases, a transfer from the straw to 
the true owner is not a taxable event. 
If, however, the so-called straw exercises 
managerial control over the property, it 
is deemed the real owner for tax pur- 
poses. * 
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Short sales can still transmute 


short-term calls gains into long 


by ARTHUR J. DIXON 


One of the “loopholes” regarded as closed since 1950 was the use of short sales 


to transmute short-term gains into long and to create additional short-term losses 


to offset additional long-term gains. 


A recent Treasury Ruling makes it clear 


that this device is still available to investors in calls. Mr. Dixon, a member of the 


New York Bar and a partner in the CPA firm of Oppenheim, Appel, Payson & Co. 


reviews the changes in the Treasury position on this point and concludes that the 


present stand is the correct one. 


_— ro 1950, taxpayers were able to 
take advantage of short sales to con- 
vert short-term capital gains on securi- 
ties to long-term gains. A short sale is not 
considered a closed transaction for tax 
purposes until the seller makes delivery 
of the stock to cover his short position. 
short- 
term gain which he wanted to realize, 
merely instructed his broker to make a 
short sale of the security for his ac- 
The broker 
the sale under the rules of the stock ex- 
change, and make delivery by borrow- 


Therefore, an investor with a 


count. would consummate 


ing stock. After the investor’s own stock 
was more than six months old, he would 
have the broker use it to repay the 
stock borrowed, thus closing the short 
sale. The sale, for tax purposes, took 
place on the later date, and a long-term 
gain resulted. 


Special short sale rules 


This “loophole” was closed by the 
Revenue Act of 1950. In what is now 
Section 1233 of the code, special rules 
are provided if a short sale is made 
when the taxpayer holds “substantially 
identical property.” If this substantially 
identical property had been held for not 
more than six months at the,time of the 
short sale (or is acquired after the short 
sale but before its closing), any gain on 
the closing of the short sale is a short- 
term gain regardless of how long the 


securities used to close are actually held.1 

The purpose of this rule is to pre- 
vent the short-term 
gains into long-term ones by artificial 
transactions; at the date of the short 
sale the taxpayer for all practical pur- 
poses fixed his gain and further changes 
in the market could not affect him. Be- 
fore this rule was adopted a taxpayer 
with a short-term gain could sell short 
(at the time of the short sale he would 
be holding stock identical with the stock 
sold short) and when his stock is over 
six months old use it to cover the short 
sale. 

If, on the other hand, at the time of 
a short sale, the substantially identical 
property had been held by the tax- 
payer for more than six months, any 
loss on the closing of the sale is treated 
as a long-term loss. 


conversion of 


The purpose of this rule is to pre- 
vent the creation of an artificial short- 
term loss useful to a taxpayer who had 
already realized short-term gains, tax- 
able in full as ordinary income. Before 
this rule was adopted a taxpayer with 
realized short-term gains and a _ long- 
term gain in a security would sell the 
security short. If the market fell he 
would cover with his long-term stock— 
the short sale was the sale of his security. 
If, however, the market continued to rise 
he would at some point buy more stock 
and use the new stock to cover the short 


sale; that would give him a short-term 
loss. This short-term loss and additional 
long-term gain are really artificial be- 
cause once the short sale was made the 
taxpayer was really out of the market, 
and could realize no further economic 
gain or loss. 

These new rules have been effective 
in preventing the conversion of short- 
term gains into long-term gains and in 
stopping the creation of artificial short- 
term losses and long-term gains. 

A key question in the application of 
Section 1233 is the definition of “sub- 
stantially identical.” If the property 
which the taxpayer owns at the time of 
his short sale is not substantially identi- 
cal to that which is sold short, the above 
rules do not apply. The regulations 
under Section 1233 are not very helpful. 
Reg. §1.1233-1 (d) provides: “The term 
‘substantially identical property’ is to 
be applied according to the facts and 
circumstances in each case. In general, 
as applied to stocks or securities, the 
term has the same meaning as the term 
‘substantially identical stock or s ‘uri- 
ties’ used in Section 1091 relating to 
wash sales of stocks or securities . . .” 


How a call operates 


Investors were particularly anxious to 
know just how these rules would be 
applied if they owned a call on a stock 
at the time they made a short sale. A 
“call” is an option for a specific period 
of time to acquire a particular stock or 
security at a fixed price. For example, a 
six-month-and-ten-day call on 100 shares 
of U. S. Steel at 62 gives the owner the 
right to purchase the stock at 62 at any 
time within six months and ten days. 
This type of option is quite common 
among active The rights 
acquired are obviously valuable, and 
such a call may cost five or six hundred 
dollars. 

Suppose, in the above illustration, the 
price of U. S. Steel rises to 70 during the 
option period. The holder of the call 
has a potential profit of $800 minus the 
cost of the option. He may realize this 
profit by exercising the option, acquir- 
ing the 100 shares at 62 and promptly 
selling them at the market. This gives 
rise to a short-term gain. Instead, how- 
ever, he may sell the call itself, and, if 
he has held it for more than six months, 


investors. 


1 In addition, if new stock is bought and used to 
cover the short sale and this orginal property is 
retained, then the holding period of the original, 
the substantially identical property, is consid- 


ered to begin on the date of the closing of the 
short sale. 


r 
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he has a long-term gain. 

But what can the taxpayer do if the 
rise in the market price to 70 occurs 
when his call is only four months old 
and he is not willing to wait and take 
the market risk for the additional two 
months and a day? May he sell the 
stock short and still preserve the possi- 
bility of realizing a gain 
on his call? This depends upon whether 
or not the call is substantially identical 


long-term 


to the stock. If it is, then the taxpayer 
has lost his chance of getting a long- 


term gain. 


IRS changes position 


This question was put to the Internal 
Revenue Service in a ruling request. 
The original answer, in a letter dated 
December 10, 1954, was that the call was 
substantially identical to the stock. On 
February 27, 1957, however, the Service 
changed its position. In a new letter,? 
it stated: ‘““The question of the substan- 
tial identity of a ‘call’ contract and the 
shares of stock subject to call has been 
reconsidered and it is now the position 
of the Internal Revenue Service that a 
‘call’ is not substantially identical to the 
underlying securities . . .” 

To further illustrate the tax sig- 
nificance of this ruling, assume that the 
call on U. 


cost $500, was acquired on April 1, 1957, 


S. Steel we were discussing 


short sale is made at 70 on 
1957. On October 2, 1957, 
when the call becomes long-term, con- 


and the 


August lI, 


sider the taxpayer’s position in the fol- 
lowing market situations: 

1. The market price of U. S. Steel is 
70. The call and 
realizes a $300 long-term gain. He also 


taxpayer sells his 
purchases stock at the market to cover 
his short position at no gain or loss. 
2. The market price rises to 75. The 
call is sold for an $800 long-term gain 
and the short position is covered with a 
$500 short-term 


nomically the taxpayer is in the same 


resulting loss. Eco- 
position as in situation (1) — he has 
netted $300 — but tax-wise he has an 
additional $500 of long-term gain tax- 
able at a maximum of 25% and $500 
loss deductible 


other short-term gains which are taxable 


of short-term from his 
at ordinary rates. 

3. The market price goes down to 69. 
The call is sold, resulting in a $200 long- 
term gain and the short-position is cov- 
ered at the market for a $100 short-term 
gain. The taxpayer has been able to 
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realize at least part of his profit as long- 
term gain. 

4. The market price goes below 67. It 
would not be advantageous for the tax- 
payer to sell his call because it is worth 
less than the $500 cost and a long-term 
loss would result, Therefore, the taxpay- 
er exercises the call and uses the stock 
thus acquired to cover the short sale. He 
has a short-term gain of $300, and is in 
no worse position than if he had dis- 
posed of his call on August 1 instead of 
making the short sale. He had, there- 
fore, everything to gain and nothing to 
lose. 

Of course, the above computations do 
not take into consideration brokerage 
commissions. The extra charges result- 
ing from the double transactions illus- 
trated in (1) (2) and (3) above may, if 
the margin is very small, wipe out the 
tax advantages. 


Inconsistent with wash sales ruling 

To appraise the reliability of this rul- 
ing it is necessary to consider another 
relatively recent ruling, one on wash 
sales. According to the Regulations, as 
quoted above, “substantially identical” 
has the same meaning in applying the 
short sale and wash sale rules. Yet when 
we look at the wash sale ruling, we find 
the IRS taking a position very different 
from the one it takes on calls. 

On calls the IRS position now is that 
the call and the property subject to call 
are not substantially identical. On the 
question of a wash sale of warrants it 
said, as we shall see, that warrants for 
stock and the stock itself were not neces- 
sarily identical; it depended on whether 
the warrents were in effect fully conver- 
tible into the stock. The test of converti- 
bility is also used by the Service in dis- 
cussing securities in a reorganization. 
Surely if the Service were to apply the 
convertibility test to calls it would have 
to find calls substantially identical with 
the property subject to call. Let us look 
more carefully at these seemingly in- 
consistent rulings. 

In Revenue Ruling 56-406, the Service 
dealt with the question of whether or 
not the sale of stock warrants is a wash 
sale because it is followed within thirty 
days by the purchase of the stock to 
which the warrant applied. If it were a 
wash sale, there is automatic disallow- 
ance of any loss on the sale of the war- 
rants. The ruling states that the wash- 
sale rule is inapplicable and the loss is 
allowable “unless the relative values and 
price changes are so similar as to make 
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the warrants fully convertible securities 
and therefore substantially identical 
with the shares of common stock.” The 
implication is clear that if the stock is 
selling at a price above the price at 
which the warrants may be exercised, so 
that fluctuations in the price of the 
stock directly affect the value of the 
warrants (if, in fact, the market prices 
of the stock and warrants fluctuate pro- 
portionately to each other), the Service 
would hold the two to be substantially 
identical properties. 

The same concept of holding con- 
vertible securities to be substantially 
identical because of relative values and 
price fluctuations is set forth in Reg. 
Section 1.1233-1(d), which continues, 
after the portion quoted above, as fol- 
lows: “Ordinarily, stocks or securities of 
one corporation are not considered sub- 
stantially identical to stocks or securi- 
ties of another corporation. In certain 
situations they may be substantially 
identical; for example, in the case of a 
reorganization the facts and circum- 
stances may be such that the stocks and 
securities of predecessor and successor 
corporations are substantially identical 
property. Similarly, bonds or preferred 
stock of a corporation are not ordinarily 
considered substantially identical to the 
common stock of the same corporation. 
However, in certain situations, as for 
example, where the preferred stock or 
bonds are convertible into common 
stock of the same corporation, the rela- 
tive values, price changes, and other cir- 
cumstances may be such as to make such 
bonds or preferred stock and the com- 
mon stock substantially identical prop- 
CRP 


Conclusion 


It is very difficult to reconcile the wash 
sales ruling and the Regulations with 
the call ruling. The Service’s position 
with respect to the call stands clearly for 
the proposition that an option, as such, 
is not substantially identical to the un- 
derlying property. 

Stock warrants are, of course, merely 
continuing options to acquire stock at a 
fixed price. Ruling 56-406 must mean, 
therefore, that, even though options are 
not, per se, the same as the underlying 
stock, they may, nevertheless, be sub- 
stantially identical if the “relative values 
and price changes are so similar as to 
make the warrants fully convertible se- 
curities.” This language, and the lan- 
guage in Reg. Section 1.1233-1(d), is, to 
put it mildly, inconsistent with the 
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The relative values and 


price changes of a call and the stock sub- 


call ruling. 


ject to call will be at least as similar as 
in a warrants-stock situation, and a call 
fully 


underlying securities in any reasonable 


is certainly convertible into the 


interpretation of those words. 
With the 
changed its position on whether calls are 


Service having already 
substantially identical to the stock, how 
is the tax practitioner to assess chances 
of another change? Which of the incon- 
sistent positions is correct? I believe that 
the Treasury’s present position that a 
call is not substantially identical is cor- 
rect and that position finds powerful 
support in the wording of Section 1091 
dealing with wash sales, which denies a 
loss on a sale “where it appears that, 
within a period beginning 30 days be- 
fore the date of such sale or disposition 
and ending 30 days after such date, the 
taxpayel has acquired or has en- 
tered into a contract or option so to 
acquire, substantially identical stock or 
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securities, then no deduction for the loss 
shall be allowed . . .” If an option was 
itself substantially identical to the un- 
derlying stock, the wording in this sec- 
tion disallowing a loss on the acquisition 
of an option would be unnecessary and 
meaningless. 

A very important practical distinction 
between an option to acquire property 
and the property is that the exercise of 
an option usually requires a substantial 
additional investment in order to obtain 
the underlying property. 

In recognizing that calls on a stock 
and the stock itself are not substantially 
identical the Treasury has 
finally accepted a realistic position. ‘True 


pre ypert y; 


under this position trading in calls is 
given a tax advantage deliberately 
denied by Section 1233 to trading in se- 
curities themselves. It is to be expected 
that the market-wise will not overlook 
this advantage. If that is not in accord 
with the intent of Congress, the remedy 
is legislation. bg 


Short-term trusts: a good, short summary 


of how they save taxes under 1954 Code 


_— GENERAL FAMILIARITY with the 
law of short-term trusts, many tax 
practitioners still hesitate to attempt a 
tax-saving program using such trusts be- 
cause of the complicated tax rules grow- 
ing out of the Supreme Court’s Clifford 
decision and the Regulations based on 
it. The new Code incorporated in the 
law many of the principles of these 
Regulations, thus clarifying and, to some 
extent, simplifying the welter of court 
decisions and Regulations heretofore 
controlling. 

Dan B:- Dobbs, a Fort Smith, Arkansas, 
lawyer recently prepared a short sum- 
mary of the tax consequences of these 
short-term trusts for an address at the 
Arkansas Bar Association. We thought 
the clarity and simplicity with which 
he analyzed this rather difficult subject 
would make his comments useful to 
many practitioners who may not them- 
selves be experts on the subject. Here 
is the gist of Mr. Dobbs explanation: 

This device is simply a gift in the 
form of a trust for a limited period of 
years. If the taxpayer properly complies 
with the Revenue Code, he ‘will achieve 
several results. First, his income from the 
property given in trust will be shifted 
to the beneficiary or to the trust itself, 


and away from the taxpayer. This means 
that in the proper case the grantor-tax- 
payer will not pay taxes on the income 
accruing from the trust property. Second, 
it means that the donor can nevertheless 
retain certain limited powers of control 
over the gift in trust; at the very least, 
he is assured of having his property back 
at the end of the term of the trust, which 
must be at least ten years. 

A simple example of the tax benefit 
which can accrue from a trust of this 
nature might run like this. The taxpayer 
is in say the 50% bracket. He is 55 years 
old. He has a son whom he wishes to 
help establish in business and an elderly 
mother whom he would like to con- 
tribute to. He is presently paying $1200 
each year to both his son and his mother. 
As long as he continues this practice, he 
is paying tax on the gifts to his son and 
mother. is making gifts of 
$2,400 each year and is in the 50% 
bracket, he $4,800 of net 
income each year to cover these gifts. 

He can avoid this unfortunate tax 
situation if he has income-producing 
property. He can convey that property 
to his son and mother in the form of a 
trust for ten years or more. The income 
from the property then belongs to the 


Since he 


must earn 


beneficiaries, and the taxpayer no longer 
pays tax on it. The donees may pay tax, 
but it will be inconsequential since they 
are, presumably, in much lower brackets. 
Thus $2,400 of income has been re- 
moved from the high tax brackets, and 
it is no longer necessary for the tax- 
payer to earn $4,800 to give this $2,400. 
But note that while accomplishing a 
substantial donor-tax- 
payer has placed the money just where 
he wanted it, just where he would have 
placed it by outright gift. The only dis- 
advantage is that next year he may wish 
he had not made the gift. 

You will remember that our taxpayer 
is 55. He expects to retire in ten years, 
at which time his income will be sub- 
stantially reduced and he will be in a 
much lower tax bracket. At that time, 
he reacquires the trust corpus by way 
of reversion and has the income from 
that property at that time, when it will 
be taxed at a much lower rate. 

It should be noted that if the tax- 


tax-savings, the 


payer is not interested in retaining any 
control over the gift in trust and does 
not desire to have the property back 
at a later date, an outright gift of the 
income-producing property would be 
more economical, since it 
complish the same income tax results 
and would also remove the 


would ac- 


property 
from the taxpayer’s estate for estate tax 
purposes. 


The Clifford Regulations 


There is no need to go into the com- 
plex uses and values of the short-term 
trust device. What has just been said 
provides a simple but convincing illus- 
tration of the significance of this de- 
vice. 

The provisions in the 1954 Internal 
Revenue Code on this subject are new, 
but they have a long background which 
must be investigated. The cases involved 
in this history will often provide the 
necessary materials for understanding 
the 54 Code and for drafting instru- 
ments under it. 

This background started in 1950 with 
Clifford. The Supreme 
Court held, on the basis of implied 
Statutory authority, that if the donor 
of a short-term trust retained too much 
dominion and control over the trust, 
the income 


Helvering v. 


would remain 


taxable to 
him, even though it was paid out to 
others. The specific facts which made 
the grantor taxable became the subject 
of much case law. The Clifford decision 
prompted conflicting lower-court deci- 
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sions. Some courts held that the short- 
ness of the term of the trust might be 
enough in itself to warrant taxing of 
the income to the donor. Others thought 
that the factors of control would have 
to be present to make the grantor tax- 
able. 


In 1945, the Commissioner promul- 


gated the Clifford Regulations. One 
eflect of these Regulations was _ to 


prescribe that a trust under 15 years in 
duration (in some cases ten years) would 
by itself make the income taxable to the 
grantor without any reference to any 
other powers held by him. The Regula- 
tions themselves produced a good deal 


of litigation which 


resulted in more 
conflicting decisions. One court even 
held that the Regulations were un- 
constitutional. At any rate, the 1954 
Code incorporates many of the _pro- 


visions of the Clifford Regulations, some 


of them verbatim, although on the 
whole it is more liberal for the taxpayer 
than the Regulations were. Because ol 
Code the 


built up in- 


history behind the and 


+} 
this 


sreat body of law 


case 
terpreting the language of the Regula- 
tions, the new Code must be read in the 
light of the Clifford decision and the 
Regulations and cases which followed it. 


Permissible controls 


With those cautions out of the way, 
perhaps the problem should be restated: 
rhe grantor, who is the taxpayer, wishes 
to have a portion of his income from 
property attributed to another party so 


that it will not be taxed as the grantor’s 


income. If he does not wish to keep 
much control over the trust used to 
achieve that end, he will have no real 


problem. He need only to place himself 
in the position of nonownership of the 
trust property. Generally speaking, to 
do this he need only make the gift in 
trust for a period of ten years or more, 
so that his reversionary interest is not 


take 


enjoyment within ten years. 


likely to effect in possession or 


The Code 
specifically allows him to convey in trust 


for the life of the beneficiary, even 


though the beneficiary may not live fo 


ten years. 


On the other hand, the grantor-tax- 


payer who desires to keep powers over 


administration or disposition of the 


income must be more careful. He is not 


allowed to retain power to control the 
beneficial enjoyment of either corpus 
or income, unless an adverse party must 
such unless the 


consent to power, or 


owers he retains are those specifically 


allowed by the Code. Moreover, he may 
not retain powers of administration over 
the trust other than those specifically 
allowed in certain circumstances, and 
needless to say, the income may not be 
used or accumulated for his benefit. 

For the grantor who desires to keep 
as much control as possible over his gift 
in trust, therefore, careful planning 
must be done. The Code structure is de- 
signed so that the grantor may retain 
certain enumerated powers under any 


He 


other group of powers if he is trustee, 


circumstances. may also retain an- 
and another group if the trustee is in- 


dependent of him. More important 
powers may be retained by the grantor 
where there is an adverse party. Thus, 
the more powers the grantor wishes to 
keep in one sense, the more he must give 
up in another, by using an independent 
trustee or an adverse party. 

Of the powers allowed to any grantor, 
a few are worth particular mention. 
There is safety-valve power whereby the 
grantor may reserve the right to apply 
the trust income to de- 


support his 


pendents. This removes much of the 


danger attendant to the alienation of 
large amounts of property for ten or 
more years. The grantor may also keep 
certain limited rights to exercise a powel 
over the income by will. He may keep 
the power to allocate the corpus among 
charitable beneficiaries, or to distribute 
the corpus to beneficiaries if the power 
is limited by a reasonably definite ex- 
standard set forth in the 


ternal trust 


instrument. By an external standard, 
the Code 


reasonably 


means one which makes it 


clear to the trustee as to 


when and under what circumstances a 
distribution of the corpus is to be made. 
The taxpayer may keep the power to 
add afterborn or after-adopted children, 
although he may not add other bene- 
ficiaries. Under certain circumstances, he 
may retain the power to withhold in- 
come from the beneficiaries on a purely 
temporary basis or dis- 
ability. 

If the 


ordinate 


during legal 


trustee is not a related or sub- 


party, subservient to the 


grantor, certain additional powers are 


allowed. Particularly notable here is 


the power to apportion the income 
among the beneficiaries, but this power 
can be held only by the trustee, not by 
the grantor. 

Even if the trustee is a 
subservient party, but not the grantor 
himself—or his spouse—the trustee may 


be given the power to allocate income 


related or 
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among beneficiaries if he is limited, 
again, by a reasonable definite external 
standard. 

It is clear that a progressively larger 
number of retained 


either by the grantor or the trustee, de- 


powers may be 
pending upon the relationships which 
are set up between the grantor and the 
beneficiaries and the trustee. As far as 
the Code is concerned, the greatest 
number of powers may be kept where 
there is an adverse party who must join 
in consenting to the exercise of those 
powers. Adverse party means anyone 
who is in a position to veto any change 
in the original trust arrangement, and 
who also has such an economic interest 
that he 
would ordinarily not be susceptible to 


the the 


in the original arrangement 


will of grantor in making a 


change. There is much case law, how- 
ever, covering the question of who is 
an adverse party, and the rule of thumb 
just stated is only a_ starting point. 
Where an adverse party is involved, the 
grantor may, inferentially, keep all the 
powers he desires over the control of the 
beneficial enjoyment of the trust. As a 
practical matter, of course, his powers 
when there is an 


may be diminished 


adverse party who must consent to 


changes the grantor desires to make, 


since if he is truly adverse, the changes 


would be against his interest, and he 
would exercise his veto. 
The new Code is more liberal than 


the Clifford Regulations in allowing the 
grantor to retain certain powers of ad- 
ministration over the trust. For example, 
he may borrow money from the trust if 
he puts up an adequate security and 
pays adequate interest. He may retain 
the power to vote the stock held in trust 
if it is not important together with his 
own holdings from the point of view of 
voting control. And if he is the trustee, 
he may vote stock or control invest- 
ments, even if the stock is important 
from a point of view of voting control, 
since as a fiduciary he presumably will 
act not for his own interests but for 
those of the beneficiaries. 

Finally, it should be noted that some- 
one other than the grantor may be held 
to be owner of the and 


trust, conse- 


quently taxed, under certain circum- 
stances. There is no need to elaborate 
on this provision, but it should be taken 
into account when powers of disposi- 
tion are given to third parties. 

that 


can work a great tax benefit and leave 


It seems clear short-term trusts 


the taxpayer with a great deal of prac- 
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tical control over his property. But this 
device is valuable only to those who have 
property. It is of 
little use to the man who is in a high 


income-producing 


tax bracket by virtue of a high salary, 
because it is clear that an assignment 
of future wages will not achieve the same 
result that a short-term trust will. It has 
been suggested that this problem might 
be overcome for the salaried man by 
funding a trust with borrowed money, 
reborrowing from the trust, paying back 
the original loan, and paying interest 
on a note left with the trust. The in- 
terest payments, which could be sub- 


stantial, would be deductible for in- 


come tax purposes. At the end of the 
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term, the note would revert to the 
grantor and he could tear it up. This is, 
it seems to me, a questionable procedure 
and would inevitably result in litigation 
with the Revenue Service. However, it 
does serve to stress that the salaried man 
does not in the ordinary course of things 
receive benefits from the short-term 
trust device. It also serves to stress that 
an artificial distinction is being made 
in the Code between so-called tangible 
property such as shares in a one-man 
corporation, and intangible property 
such as the future earnings of a salaried 
man or a professional man, such as a 
lawyer or a doctor, who may not in- 


corporate his business. 


Self-employed accumulate retirement funds 


in Britain under law that shows way for U.S. 


_. EACH SESSION of Congress, hope 
flares anew that at last something 
will be done to permit the self-employ- 
ed to accumulate retirement funds 
out of income, with the tax to be paid 
only after retirement. As we noted re- 
cently (6 JTAX 302), the Jenkins-Keogh 
plan seems to have a fair chance of 
success. Proponents will be looking at 
the recently enacted British plan to see 
how that country resolved some of the 
thorny problems that arise. The Can- 
adian Tax Foundation’s 1956 conference 
devoted a session to pensions for the 
self-employed and discussed the British 
plan in some detail. The comments of 
Frank B. Common, Jr., Canadian lawyer 
of the firm of McMichael, Common & 
Howard of Montreal, were particularly 
informative. This is how he described 
the provisions of the Act: 

rhere was great rejoicing in England 
1956. 
been included in the 1956 Budget for 


in the spring of Provision had 


pensions for the self-employed with 
limits as to amount in pounds sterling 
or percentage of income, but there were 
many comments and criticisms. An 
article in The Economist of April 21, 
1956 indicated that the limit of £500 
or 10% of earned income, whichever is 
less, was discriminatory when compared 
with other existing plans, as, for ex- 
ample, the limit of 15% which was then 
allowed to civil servants. 

Numerous articles appeated in other 
English periodicals by accountants, 
economists, lawyers and others, and a 


number of comments and suggestions 


which 
adopted and appear in the Finance Act 


were made, several of were 
of 1956. For example, the problem of 
fluctuating income was recognized and 
provision was made to permit a carry- 
forward portion of a deductible amount. 

The Act in effect provides that pay- 
ments may be made from relevant earn- 
ings in each year, and these relevant 
earnings may be described generally as 
earnings, profits or income to which no 
pension attaches. If an individual has 
relevant earnings he must, in order to 
obtain benefit, pay a premium or a con 
tribution under a contract approved by 
the Inland Revenue, and such payment 
must be made to a life-insurance com- 
pany, a friendly society or a trust scheme 
as defined. Generally speaking a con- 
tract will not be approved unless it con- 
forms to the following conditions: 

1. The contract must include a con- 
dition that it cannot be surrendered, 
commuted or assigned; and 

2. It must not provide for a payment 
during the life of the individual except 
by way of a life annuity commencing 
between the ages of 60 and 70: and 

3. It must not provide for payments 
on the death of the individual except an 
annuity to a widow, widower, or de- 
pendent of an amount not exceeding 
that which would have been payable to 
the individual or a return of contribu- 
tions paid. 

A person who is already a member of 
an employee pension plan, no matter 
how inadequate he may think it, may 


not take advantage of the new pension 


provision. 

The Act further provides that the 
Commissioners may, if they think fit and 
subject to any conditions they think 
proper to impose, approve a contract 
otherwise satisfying the foregoing condi- 
tions notwithstanding that the contract 
may provide for one or more of the fol- 
lowing matters: 

1. The payment after the individual's 
death of an annuity to a dependent who 
is not a widow or widower. 

2. A payment of an annuity commenc- 
ing before age 60 if the annuity is pay- 
able upon his becoming incapable, 
through infirmity of mind or body, to 
carry on an occupation for which he is 
trained; and 

3. If the individual’s occupation is one 
in which persons customarily retire be- 
fore attaining age 60 it will be in order 
for the annuity to commence before he 
attains that age, but not before he 
attains the age of 50; 

4. The annuity payable to a_ person 
to continue for a term certain (not ex- 
ceeding ten years) notwithstanding his 
death within that term or for the an- 
nuity to terminate or be suspended in 
certain circumstances such as marriage 
or remarriage; 

5. Where the annuity is to continue 
for a term certain it may be assigned 
by will (an exception to the rule against 
assignments). 


Benefits taxable to recipient 

There is provision, of course, that the 
benefits of the annuity shall be taxable 
to the recipient. The Act exempts from 
tax the investment income of life in- 
surance companies and trust schemes to 
the extent that it relates to the provi- 
sion of retirement annuities for self- 
employed persons. 

In addition to contracts issued by 
life-insurance companies or a friendly 
society doing annuity business, trust 
schemes can be established for the pur- 
pose. Such schemes must be: 

1. Established under the law of the 
United 
under that law; 


Kingdom and administered 


2. Established for the benefit of in- 
by a body comprised of persons repre- 
senting a substantial proportion of the 
people engaged in that particular occu- 
pation or occupations. 

3. Established under irrevocable trusts 
by a body comprised of persons repre- 
senting a substantial proportion of the 
people engaged in that particular oc- 
cupation. 
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The investment income of such.a trust 
scheme is exempt from tax. The un- 
fortunate part of the law relating to 
trust schemes is that any association or 
trade union may decide not to establish 
its members 
from the benefit of a choice. 


a scheme and_ preclude 


Once an individual has entered into 
an approved contract he can pay what- 
ever premium or contribution is_per- 
mitted. He is permitted to obtain tax 
relief in one year, however, only up to 
various fixed maximum amounts in 
pounds sterling or as a maximum per- 
centage of net relevant earnings. These 
amounts and percentages are related to 
the year of birth of the individual. For 
example, a person born in 1916 or later 
may deduct an amount of £750 or ap- 
proximately $2,000 or $10% 


relevant earnings. There is also provi- 


, of his net 
sion for contributions in respect of past 
service with limitations. 

Although the Act has only recently 
come into effect, most of the life-insur- 
ance companies in the United Kingdom 
have developed and are now offering a 
wide variety of deferred annuities with 
or without reversion, with or without 
interest, and with or without profit. 

Chis legislation is directed toward the 
provision of a retirement annuity for an 
benefit 
anything of the kind. In case of acci- 


individual, not for a death or 
dent, there would be a return of pre- 
miums only. It is purely an annuity for 


pension purposes. 


Canada provides for 
retirement fund, too 


The 1957 Canadian Budget announce- 
ment of provisions for income tax relief 
for retirement savings of the self- 
indeed be 


the 


employed must extremely 


gratifying to many professional 
people and others who have worked for 
this goal for many years. 

The the 


rather unusual procedure in the case of 


budget speech followed 
this particular item of spelling out in 
the form of a draft amendment to the 
law the type of plan that is under con- 
templation. The main terms of this pro- 
posed scheme are simple enough to state 

persons of 


any occupation may in 


from their income 10 
$2,500, the 


lesser, in respect of premiums paid on 


future deduct 


per cent or whichever is 
their retirement. Where a person is al- 
ready a member of a pension plan he 
will be able to enter into arrangements 


for such contracts within the dollar limit 


contributions, i.e., 


$1,600, for his combined pension and 


of pension fund 
retirement annuity payments, but not 
to exceed 10 per cent of income. 
In detail of the matter 
comes much more complicated. The 
nature of contract that will be eligible 
is fairly clearly spelled out in the pro- 


course be- 


posed law. It must be a contract which 
matures before age 70, it must provide 
for an annuity payable for life, it may 
not provide for the payment of any 
benefit before maturity, the annuity may 
not be “capable either in whole or in 
part of commutation 
assignment,” and the full amount of the 


surrender, or 
proceeds of the annuity will be tax- 
able on withdrawal after maturity. It 
is provided that where there is a re- 
fund of premiums prior to maturity a 
tax of 15 per cent will be payable on 
the amount returned. There is also an 
elaborate provision to cover the case of 
a plan that is amended in such a way 
that the retirement contract no longer 
qualifies. Under certain conditions pay- 
ments into existing annuity contracts 
will be eligible. 

One of the more unusual features of 
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the measure is that a deduction is to be 
allowed for payments made to a corpo- 
ration to be held in trust and to be used, 
invested or otherwise applied for the 
purpose of providing for the individual 
an annuity for life. It is understood that 
under this measure the trust is to pur- 
chase the retirement 
nuity at the date of retirement with 


individual a an- 
funds which have been accumulated for 
his account during his working years. 
These the 
implies, 


funds, as above wording 
and in 


practice this may be construed in such 


may be “invested,” 
a way that a trust will be permitted to 
hold its funds in equities, as are ordinary 
pension funds. If the measure works out 
in this way it will give an answer to 
those who have some misgivings about 
large numbers of potential shareholders 
being distracted from purchasing equi- 
ties by the tax concessions now offered 
for contractual savings for retirement 
annuities. 


[The Canadian Government’s plan for 


income tax relief for retirement sav- 


ings of the self-employed was reported 
in the Canadian Tax Journal.} 


Year-long construction jobs are indefinite; 


away-from-home expenses not allowed 


— of travel expenses is 
always in question for any class of 
businessmen and workers. Expenses of 


construction workers has been one ol 
the most controversial issues before the 
IRS for several years. It started in 1955 


when the Commissioner began to dis- 


allow all of the away-from-home ex- 
penses of construction workers under 
Flowers, 326 U. S. 465, says Carl J. 


Nutter in a recent discussion in The Na- 
tional Public Accountant. 

Flowers was a lawyer residing in 
Jackson, Miss., employed by a railroad 
which required him to be at Mobile, 
Ala. He deducted expenses at Mobile 
and traveling expenses from Jackson 
to Mobile 


denied on the ground that this expense 


and return. Deduction was 
was incurred because of his wish not to 
change his residence, not because it was 
required by the railroad’s business. The 
Court pointed out that three conditions 
must be satisfied before traveling ex- 
is deductible as a business ex- 
the 


pense 


pense: expense must be reason- 


able and necessary; must be incurred 
while away from home, and it must be 
incurred in pursuit of business, i.e. there 
must be a direct connection between the 
expenditure and the carrying on of 
the trade or business of the taxpayer or 
employer, and the expenditure must be 
necessary or appropriate to the develop- 
ment and pursuit of the business or 
trade. 

Taxpayers argue that travel expenses 
should be deductible if incurred while 
away from “home,” meaning a perman- 
ent abode to which he looks to return. 
On the other hand, the Treasury De- 
that 


means the taxpayer's regular place of 


partment has contended “home” 
duty. The attempts to decide when a 
person is away from home have resulted 
in a series of decisions which cannot be 
In 


these problems, the courts have made 


reconciled. an attempt to resolve 
a distinction between “temporary em- 
ployment” on the one hand, and “in- 
definite’ employ- 


ment, on the other. 


or “indeterminate” 
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\s a result of a letter dated March 21, 
1956, from Robert H. Mollohan, Mem- 
Coneress and Chairman of the 
Legal and 


mittee to the Commissioner of Internal 


ber of 
Monetary Affairs Subcom- 


Revenue, protesting his action in dis- 


allowing away-from-home expenses of 
construction workers, the Commissioner 
issued ruling dated May 4, 1956, in 


the form of a letter to Mr. Mollohan 
which reads in part as follows: 

“There is a well recognized difference 
between “indefinite” employment and 
employment. Henry C. 
Warren v. Commissioner, 13 T.C. 205; 
John D 


r.C. 303. Employment is temporary or 


“temporary 


Johnson v. Commissioner, 8 


indefinite depending upon whether its 
termination can be foreseen within a 


fixed and 


reasonably short period of 
time. Employment which is originally 
temporary may become employment of 
{rnold P. Bark 
851. While the 


has not attempted to prescribe 


indeterminate duration. 
v. Commissione o 1G. 
Service 
any specific 


period as representing a 


temporary period, employment of an 
ticipated or actual duration of a year on 
more at a_ particular location would 
strongly tend to indicate ‘indefinite’ em- 
ployment there and a case involving 


such an absence should be carefully 
scrutinized.’ 

‘A taxpayer who is employed for an 
indefinite period at a particular business 
location is “at home” there. But a tax- 
payer who is only temporarily employed 
at a particular business location may be 
“away from home” provided he can 
show that he has a “tax home” else- 
where. 

“It is recognized that the em- 
ployment of construction workers is of 
necessity composed of a series of jobs, 
the duration of which may depend upon 
the size of the project but more often 
is governed by the length of time re- 
quired to complete the particular phase 
of the project on which the taxpayer is 
employed. In cases involving construc- 
tion workers, therefore, the facts may 
show that the taxpayer (1) has a “tax 
home” (his usual place of employment 
or, in the absence thereof, his business 
headquarters) and (2) is temporarily em- 
ployed away from such “tax home.” 

.. “Thus, the Flowers’ decision and 
those taking a similar approach, to the 


extent they hold expenses are “incurred 
‘ 


[Mr. Nutter is State Director of the 
National Society of Public Accountants 
for West Virginia.]} 
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in pursuit of business” because the em- 
ployer did not require the taxpayer to 
travel in order to perform his duties, 
do not constitute precedents to be fol- 
lowed in determining the deductibility 
of transportation and traveling expenses 
incurred by construction workers whose 
cases involve facts similar to those set 
forth in the second paragraph of this 
letter.” 

This second paragraph of the Com- 
missioner’s letter is as follows: 

“It is understood that the following 
situation is typical of many such cases: A 
taxpayer (1) follows his trade as, fox 
example, a welder; (2) is not regularly 
employed either for an indefinite period 
or at any single location; (3) is not an 
itinerant worker; (4) is a member of a 
local union in a_ particular city; (5) 
maintains his residence in or near that 
city; (6) has a business reason for work 
ing elsewhere, such as a 


g shortage ol 
work in that city: (7) accepts employ- 
ment elsewhere for various periods none 
of which exceeds one year at any par- 
ticular location (8) procures such em 
ployment through his union; and (9) 
evidences an intention to treat the city 
in or near which his residence is located 
as his regular place of business or em- 
ployment by keeping in touch with the 
employment situation there either 
through his local union or otherwise.” 

After the above letter was sent to Mr. 
Mollohan, the Internal Revenue Service 
recalled all protests from the Appellate 
Division and then sent out travel ques- 
tionnaires to them and to all other tax- 
payers who had cases pending. This 
questionnaire was mainly to determine 
how long a man had worked on one con- 
struction job. Where the man_ had 
worked less than one year on one job, 
his expenses were allowed, but if he had 
worked longer than one year, they held 
to their original report. This was based 
on the part of the letter as follows: 
“While the service has not attempted to 


prescribe’ any specific period as repre- 
senting a temporary period, employment 
of anticipated or actual duration of a 
year or more at a particular location 
would strongly tend to’ indicate “‘in- 
definite’ employment there and the case 
involving such an absence should be 
carefully scrutinized.” 

The recent case of Michael Kuris and 
Commissioner, Docket 
Memo., 1956-163 filed 


1956, allowed the deduction 


Helmi Kuris v. 
No. 55821, T. C. 
July 10, 
of away-from-home expenses on a con- 
struction job at Paducah, Kentucky, 
which lasted about 14 months. The facts 
in this case are identical to most of the 
Michael 


Kuris was referred by his union to many 


cases here in West Virginia. 
construction jobs. About April 18, 1952, 
his union referred him to a construction 
job in Paducah, Kentucky, involving an 
atomic installation. His work in Paducah 
lasted about fourteen months and he re- 
turned to New York when he was laid 
off. 

In most of these cases there is also 
raised the issue of travel allowance from 
the job site to the worker’s temporary 
place of abode, in many cases, $2.00 a 
day. It would appear from the regula- 
tions that this amount should be 
added to income and then the actual 
travel expenses from the job site to the 
temporary place of abode should be 
subtracted in order to arrive at adjusted 
gross income. Actual expenses would be 
deductible in this manner up to the 
$2 a day received, any excess would have 
to be deducted from adjusted gross in- 
come if the standard deduction was 
not taken. 

At first the Commissioner added back 
the travel allowance and then disallowed 
any such travel expenses on the theory 
that it was a commuting expense. How- 
ever, in some of the recent cases, the 
Commissioner has been allowing the 
expenses of travel from adjusted gross 


income. 





Support prior to divorce not taxable 
(1939 Code). Pursuant to a court order 


taxpayer received monthly support pay- 
ments. Taxpayer and her husband later 
entered into an agreement calling retro- 
actively for monthly alimony from the 
time of the court order for support and 
this agreement was incorporated in a 
divorce decree. The court rejects the 


government's argument that the wife 
received taxable income prior to the 
Under the 1939 code 
alimony was 


divorce decree. 
(Sec. 22(k)) 
come only when paid pursuant to a 


taxable in- 


divorce or separation, or a written in- 
strument incidental thereto. Payments 


prior to the decree were not income to 
the wife. [1954 Code Sec. 71(a)(3) re- 
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quires inclusion of payments under sup- 
port decree in the wife’s gross income. 
I Flowers, DC Pa., 4/3/57. 

Wife's waiver of community property 
doesn’t make income taxable to estate. 
the decedent created a trust 


In his will, 


terms of which his wife was 


nder the 
{ eneficiary. However, the property 
community. The wife did waive 


1 


r right to the property. On the estate 


income-tax return, only one-half of the 
income from the administered property 
was reported; the other half was re- 

1 on the wife’s income tax return. 
This court agrees. The property was 


rs and the waiver acted merely to 


make her a co-grantar of the trust and 


because of her powers of it income is 


taxable to her. Nor can the Commis- 
sioner offset refund due the estate 
iinst tax due from her. They are 


separate taxpayers. Gibson Estate (Wells 
I Bk., Tr.), CA-9, 5/6/57. 


Support doesn’t include luxury items. 


laxpayer claimed her 13 year old son 
as a dependant. The total expenditures 
for supporting the son came to $3,500. 
The father had paid $1,230 to taxpaye1 
during the year for the boy’s support. 


e government objected to the inclu- 


sion of the cost of a boat and related 
xpenses of $1,600, and the cost of a 
rifle and lawn mower, in the total of 


The 


ing that expenses for support of children 


support expenditures. court, stat- 


are expenses for necessities, eliminated 


these items with the result that the 
mother is held to have furnished less 
than one half of the support and _ is 
therefore not entitled to a de- 


pendency exemption. Flowers, DC Pa., 
Perm 


i ) 4 


Dependency exemption unsubstantiated. 
\ dependency exemption for a grand- 
son who lived with taxpayer seven 
months during the year is denied be- 
cause of lack of proof that the grandson 
received over half of his support from 


taxpayer. Otis, TCM 1957-67. 


Legal fee for divorce not deductible; 
taxpayer must prove allocability to pro- 
duction of income. Taxpayer engaged 
counsel to obtain: (1) alimony; (2) di- 
vorce, (3) her share of a building fund; 
(4) support for her son. Taxpayer as a 
result of the litigation obtained all four. 
The court holds that the burden is on 
the taxpayer to show what portion of 


her attorney's fees is applicable to tax- 


able income. Here, the court finds tax- 


payer was unable to make such an 
allocation. The court refuses to do it; 
the Cohan case is applicable only if 
there is some allocation by the tax- 
payer.” Flowers, DC Pa., 4/3/57. 

Hotel employee required to live in 


despite own home nearby can’t deduct 
expenses. ‘Vaxpayer was employed by a 
Long Beach hotel which required that 
Beach 


working days, and furnished a room in 


Long during his 


he reside in 
the hotel for his living accommodations. 


He maintained a home for his family 


15 miles away. Claimed deductions fo1 
expenses of meals at Long Beach were 
“away from 


not allowed as expenses 


home” since his “home” for purposes 
of the Code was at his principal place 
This court affirms. O’Toole, 


CA-2, 4/8/57. 


of business. 


Uncollectible judgment on sale of house 
is personal loss. Vaxpayers sold thei 
house at a gain. In the litigation that 
followed the purchaser’s default on the 
contract, the house was sold for less 
than the contract price and taxpayers 
obtained a judgment for the difference. 


When 


collectible, 


this was determined to be un- 


they claimed a nonbusiness 


bad-debt deduction. The Commissioner 


contended that they had a nondeduct- 
ible capital loss on the entire trans- 
action. The district court held that the 


bal- 


ance of the purchase price. Hence, the 


judgment represents the unpaid 


loss is a bad debt. This court reverses. 
The whole matter was a single trans- 
action, the sale of a personal residence 
allowable. Kyle, 


on which no loss is 


CA4, 4/2/57. 


Taxpayer didn’t prove business travel 
expenses. Taxpayer used his automobile 
for both business and personal use. The 
court upholds the Commissioner's ap- 
proximation of deductible expenses on 
the basis of the time taxpayer spent 
away from home. Taxpayer didn’t sus- 
tain the burden of proving that his 
properly deductible business travel ex- 
penses were and what the proper basis 
for apportionment to business was. 
Goodman, DC Wisc., 4/3/57. 


No penalty if estimate equals prior 
year’s tax. A taxpayer received a sub- 
stantial liquidation distribution for 
which he had not provided in his esti- 
The 
plains that no penalty for under-estima- 


mated tax deduction. Service ex- 
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tion will be due if the taxpayer’ based 
his estimate on prior year’s income. The 
Code provides that there is no penalty 
for underestimation where the total of 
estimated tax payments made on 6r be- 
fore the final due date equals or exceeds 
the amount taxpayer would haye been 
required to pay on the installment dates 
if the estimated tax was the tax shown 
on his prior year’s return covering a 
taxable period of twelve months. Rev. 
Rul. 57-185. 


Gross professional fees are “earned in- 
come.” In computing the retirement 
income credit the Code provides that 
retirement income is to be reduced by 
earned income in excess of (a) $900 for 
taxpayers under 65, and (b) $1,200 for 
taxpayers between 65 and 72. In the case 
of doctors, dentists, or other professional 
taxpayers the IRS rules that capital is 
not a material income-producing factor. 
\ccordingly, the entire amount of their 
professional fees (without reduction for 
any expenses) is to be considered as 
“earned income” in the above computa- 
tion. Rev. Rul. 57-141. 
Cash settlement with 


ductible as periodic alimony payment. 


wife not de- 


Taxpayer’s husband, pursuant to a 
decree of legal separation, agreed to pay 
that 
he might receive from the estate of his 
The 


stipulated that if the wife should obtain 


over to her 1/3rd of the income 


grandparents. agreement further 


a divorce and remarry, the payments 
were to cease and the wife would then 
get in cash a sum equal to the payments 
for the 3 preceding years. The wife ob- 
tained a valid divorce, remarried, and 
received a lump sum of $43,500 under 
The 


Court held the cash settlement was not 


the terms of the agreement. Tax 
a periodic payment of alimony and was 
therefore not taxable to the wife. This 
court affirms. Senter, CA-4, 3/11/57. 


Insurance premiums not deductible as 
alimony; wife’s interest contingent. Pur- 
suant to a divorce decree, taxpayer-hus- 
band continued to pay premiums on 
life insurance policies in which the wife 
was named as irrevocable beneficiary. 
In the event she predeceased the hus- 
band, her interest was to cease and the 
children were to be named as _ bene- 
ficiaries. The court holds the wife’s in- 
terest in the policies was only contingent 
and the premiums were therefore not de- 
ductible by the husband as alimony. 


Ortmayer, 28 TC No. 11. 
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How to avoid tax hazards in the mer ger of 


Lilliput and Leviathan 


by WILLIAM L. KUMLER 


Business considerations and tax consequences influence the selection of the type of 
reorganization plan to be followed in merging a small corporation into a larger 
one. Mr. Kumler, member of the California firm of Dempsey, Thayer, Deibert & 
Kumler, chairman of the ABA Committee on Corporate Stockholder Relationships, 
1953-1956 and formerly a member of the Excess Profits Tax Council, Treasury De- 
partment, here discusses the various features of such a transaction, projecting a 


hypothetical merger. 


." BRING OUT the importance of the 
technical tax rules of corporate re- 
organization and the way they are used 
to carry out business plans, I am going 
to put this discussion of combining re- 
organizations in the form of a story — 
the merger of a _ small organization 
(Lilliput, naturally), into Leviathan, the 
large corporation. 

Lilliput, Inc.’s business consists of the 
manufacture of heavy electrical equip- 
ment. Its customers for these items are 
large electric utility companies. During 
the Korean War, it was forced by cir- 
cumstances to enter defense work sup- 
plying low voltage heaters, switches and 
other electrical components of military 
aircraft. 

Owing to the genius of its president 
and principal stockholder its operations 
have been highly efficient and profitable. 
Originally capitalized by the issuance of 
500 shares of common stock for prop- 
erty paid in of $100 per share, it has 
realized and reinvested earnings to the 
worth at Decem- 
ber 31, 1954 was $590,000. This, it will 


be observed, 


extent that its net 
reflects annual 
some $60,000 


. 


average 
earnings after taxes of 
since incorporation. 

Certain assets reflected in its balance 
sheet have a value considerably in excess 
of book figures. 


net book appraisal 
Assets value value 


Land $ 25,000 $ 55,000 
Buildings— 
equipment 110,000 150,000 
Patents 15,000 45,000 
Totals $150,000 $250,000 


Thus unrealized appreciation of assets 
is $100,000. That on land and buildings 
reflects increases in property values in 
its industrial area generally. The patent 
held at a book value of $15,000 is 
valued at $45,000 
rights to an electrical device of im- 
portance to military aircraft, of which 
more will be said later. 


because it covers 


Leviathan Corp.'s principal office is 
located at Rochester, New York. It com- 
menced business as a manufacturer of 
radio equipment and, because of wide 
public acceptance of its products, pros- 
pered and grew rapidly. It entered the 
general electric appliance field in 1935. 
By 1940 it was engaging in the manufac- 
ture of heavier electric equipment such 
as electric motors, transformers, gener- 
ators, etc. 

World War II forced a diversion of 
attention into defense production which 
centered largely in the development of 
fractional horsepower motors, electric 
connectors, and electronic equipment 
used in fire control for aircraft, artillery 


and in naval vessels. To meet these 
demands it substantially expanded both 
its productive research 
staff. 


As does Lilliput, Inc., Leviathan has 


capacity and 


certain assets which have an appraised 
value exceeding book value. The items 
in this category are: 


net book appraisal 
Assets value value 


Land $ 300,000 $ 800,000 
Machinery and 


equipment 450,000 650,000 
Patents 150,000 500,000 
General Elec- 

tronics stock 500,000 1,250,000 





$1,400,000 $3,200,000 

Unrealized appreciation of Leviathan’s 
assets is, therefore, $1,800,000. The in- 
crease in land value is long term. The 
excess value of machinery and equip- 
ment is due in part to past high depre- 
ciation rates. The excess of patent values 
over cost is the result of an appraiser’s 
capitalization of the excess earning po- 
tential of products manufactured under 
the patents. General Electronics’ stock 
value is as quoted on the exchange at 
December 31, 1954. 

Reorganizations, like marriages, occur 
for a variety of reasons. In some cases 
the bride and groom find themselves 
united rather because of the influence 
of their close relatives than their own 
convictions. When corporations are wed 
the objectives of the stockholders usually 
provide the necessary catalytic effect. 


Objectives of Lilliput shareholders 


The shares of Lilliput are held by 
Frank 
Cole, its President, is an engineer of na- 


two men of advanced years. 
tional repute in whom the talents of 
an inventor, production genius and busi- 
ness executives are happily combined. 
He owns 300 shares. James Kelley is a 
hard golfing, 


hard-drinking salesman 


who rejoices in the number of his 
friends and his ability to sell the com- 
pany’s products. He owns the remain- 
ing 200 shares. Their respective physi- 
cians have warned each to “slow down.” 

Cole and Kelley are the management 
of Lilliput and along with company 
counsel constitute the Board of Direc- 
tors. They have not bothered to train 
capable successors for either of their 
positions. They have earned large sal- 
aries; ranging at the $80,000 
level and Kelley’s around $65,000. These 
salaries have been the subject of in- 


Cole’s 


quiry by revenue agents, on frequent 


occasions, and the necessity of “slowing 
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down” will make salaries of this. magni- 
tude dificult to defend. 

Post-Korean War readjustment has 
intensified competition. To hold its own 
it appears that Cole and Kelley will be 
forced to increase rather than suppress 
their efforts. Being virtually a single- 
type product operation, dependent upon 
the need for expansion of facilities in 
the electric utility business, the loss of 
any major piece of business can seriously 
reduce efficiency in the production de- 
partment. Diversification of products is 
indicated to prevent sporadic rise and 
fall of sales. 

Lilliput has developed (and covered 
the 
device of 


by the patent shown on balance 


sheet) a new electrical con- 


siderable promise. It consists of a 
“intervalo- 


which enables rockets to be fired 


mechanism, known as an 


’ 


meter,’ 


successively at intervals of a small frac- 


tion of a second and is in great de- 
mand by the military establishment. 


Tooling and engineering for produc- 
tion of this item will require many engi- 
neering hours and substantial sums of 
money. Cole wishes that the company 
had some bright young engineers to 
carry this through. 

\nticipating the reduction of their 
health and the 
necessity of bringing young blood into 


salaries for reasons of 


the executive office, Cole and Kelley 
have considered ways and means of re- 
placing the loss by substituting some 
other steady and reliable sort of income. 

Further, both have realized that being 
a Closely held corporation there is no 
satisfactory market for only a part of 
their Lilliput shares. Purchasers will de- 
cline to take a minority position and 


will desire a controlling interest or 


nothing. 
On occasion a complete sell-out has 
been considered but this is objectionable 


because of a potential tax of some 


quarter of a million dollars attributable 


to surplus accumulations, unrealized 


appreciation of assets and the high earn- 
ings ratio. The only purchasers for cash 


seem to be the “raiders” whose policy 


of buying at a bargain in order to 


$1,250,000 exceeds the appraised value of Lilli- 
put’s net assets ($690,000) by $560,000. A large 
part of this excess would be attributable to the 
high rate of return of earnings on net worth. 
Whether Leviathan bought Lilliput’s business di- 
rectly from the latter, or bought Lilliput’s stock 
and dissolved it under §334(b) (2) which codifies 
the rule of Kimbell Diamond Milling Co. v. 
Comm., 187 F2d 718 (5th Cir. 1951), a large por- 
tion of the excess paid over appraised value of 
the assets acquired would inevitably be allocated 
to undepreciable intangibles included within the 
concept of good will. See U. Treasury 
Regs. § 1.334-1(c) (4) (viii) requiring allocation 
of aggregate cost to assets acquired in propor- 
tion to their respective fair market values. 


Corporation 


liquidate is repulsive to Cole and Kelley. 
Their touched 
upon the not inconsequential problem 


discussions have also 
of reinvesting the proceeds of a complete 
sell-out, were a buyer to offer an amount 
which they could not refuse. 

It is during their consideration of 
these matters that a representative of 
Leviathan Corp. makes a tour of the 
West Coast with 
facilities suitable for the establishment 


instructions to find 
of a new plant in this area. 

Though sold over-the-counter Levia- 
stock, 
ferred, is widely held by some 800 share- 


than’s both common and _pre- 
holders. It has a young and aggressive 
management whose capacities are not 
fully absorbed, as is also the case with 
respect to its plant facilities. During 
World War II and the Korean incident 
it gathered together a sizeable group of 
electrical engineers and scientists, pro- 
vided them with adequate laboratory 
facilities and set them to work develop- 
ing electronic fire control devices. As 
might be expected, this led to the dis- 
covery of various peacetime applications 
of principles employed in the military 
items. In due course Leviathan acquired 
a number of valuable patents covering 
peacetime products with a wide public 


appeal. 


Objectives of Leviathan shareholders 


Although the degree of Leviathan’s 
diversity of products is favorable, its 
management deems it wise to acquire 
any other related products which may 
be fitted into its line of goods as a means 
of securing further stability and _ efh- 
ciency in production. Having failed to 
accomplish what Lilliput did with its 
Leviathan’s 


intervalometer, manage- 


ment has a covetous interest in the 
device. 

In the discussions between Cole and 
Leviathan’s the latter 


learns also of the profitable business 


representative 


enjoyed by Lilliput in connection with 
its line of heavy electrical equipment. 
This he notes would fit into Leviathan’s 


entry into the electrical equipment 
field. 
Pursuing his instructions he asks 


whether Lilliput’s plant might be for 
sale and is advised that, in no event, 
would only a part of Lilliput’s plant or 
business be for sale and that if any re- 
sponsible party should desire to buy 
Lilliput’s business it would have to be 
on a lock, stock and barrel basis for a 
price of $1,250,000. 


Shocked as he is by this asking price, 
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Leviathan’s man is more astonished by 
Lilliput’s ratio of net earnings after 
taxes to net worth which Cole accurately 
hints has averaged some 20% over the 
past five years. 

These matters are reported by Levia- 
than’s representative to his Board of 
Directors along with his personal de- 
duction that Cole and Kelley would like 
to sell out and enjoy a state of semi- 
retirement. In analyzing the problem 
Leviathan’s Board 
ing conclusions: 

1. Lilliput is a small but highly profit- 
able earning mechanism. 


reaches the follow- 


2. Leviathan does not possess cash 
sufficient to effect a straight buy-out of 
either the stock held by Cole and Kelley 
or the assets and business of Lilliput, 
even if the asking price could be shaded 
downward by $250,000. 

3. If Leviathan were to pay $1,250,- 
000 for Lilliput’s assets and business 
there would be a very real danger that 
a large part of the purchase price would 
have to be allocated to good will for tax 
purposes. This amount would remain 

(capitalized) indefinitely and 
not be off. Leviathan’s 
Board shudder at the thought of tying 


frozen 
could written 
up a large amount of money in an 
asset which could neither be used, sold, 
or written off through depreciation or 
amortization. 

4. In a taxable exchange at appraised 
values, stepped up bases for Lilliput’s 
with 
respect to land, buildings, equipment, 
and patents total amount of 
$100,000. Of $30,000 would 
remain frozen (undepreciable) in the 


assets could only be obtained 
in the 


this some 


land basis. Thus, if a tax free exchange 
were effected the unavoidable loss of a 
basis step-up of $70,000 would be far less 
detrimental than would be the freezing 
of say $250,000 or more in good will if 
the purchase were made for cash. 

5. Lilliput’s intervalometer is a better 
product than even Cole and Kelley 
know. It has numerous peacetime appli- 


cations. 
6. Lilliput has an _ excellently or- 
ganized plant with modern facilities 


and a superior labor force. Many of 
Leviathan’s West Coast customers could 
be served from that point. 

7. The acquisition of Lilliput’s busi- 
ness would materially enhance Levia- 
than’s plans to list its own stock on an 
active exchange. This should also appeal 
to Cole and Kelley. 

In short, some sort of acquisition of 
Lilliput via the taxfree reorganization 
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route is indicated, and arrangements 
for a conference are forthwith made 
with Cole and Kelley with the view of 
whether 


determining something mu- 


tually beneficial can be worked out. 


Negotiations for a “Plan” 


\ three day meeting is held at the 
Beverly Hilton 
A. W. Baird, president of Leviathan. 


Hotel in the suite of 


Also representing that corporation are 
S. J. Crampton, production vice-presi- 
dent, Samuel 
C. R. Atkins, corporation counsel. 

Frank Cole, 


Patterson, president, vice-president and 


Scott, comptroller, and 
James Kelley and Earl 


general counsel, respectively, of Lilliput 
represent that company. 

Preliminary discussions disclose many 
of the objectives noted above and the 
negotiators quickly realize that their 
interests are compatible. 

Cole and Kelly confirm their desires 
to be less active but to keep a hand in 
affairs of the operation. Baird assures 
both that for obvious reasons his people 
would want Cole and Kelley to continue 
on salaries in an executive capacity of 
limited responsibility for at least 5 
years.- Salary and bonus arrangements 
are informally reed upon. 


o 
ag 


It takes some guarded sparring to 


develop the fact that both sides are 
compelled to avoid a cash purchase of 
either Lilliput stock or its assets and 


business for the reasons _ heretofore 


noted. Baird observes that some of 
Leviathan’s shareholders may not wish 
to go along with the transaction and 
may have to be 


Kelley 


they have is invested in Lilliput and 


bought out. Cole and 
state that virtually everything 
they would like to have some cash out 
of the affair, if possible, for personal 
use. Counsel observe that whether the 
stockholders of either corporation can 
receive cash will depend on the type 
of reorganization finally selected. 

Baird reveals Leviathan’s desire to list 
the stock of the successor corporation 
on the American Stock Exchange. Both 
Cole and Kelley quickly approve this 


plan; it would give their new holdings 


a marketability which neither have 
enjoyed before. 
At this point, it being generally 


understood that some sort of corporate 


reorganization will result from any 


successful negotiations the parties decide 
to select a name which can‘ be used to 


distinguish the new corporation from 


the existing corporations. Electronics 


being the coming thing they finally 
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agree upon “Great Western Electronics 


Corporation.” 


Valuation of the enterprises 

Willingness to make a deal having 
been indicated on both sides the discus- 
sion turns to that most troublesome of 
all problems—the price. Though not to 
be “paid” in money, valuations of each 
business and its assets, as well as the 
stock to be exchanged, must be agreed 
upon. 

Book values and market values of the 
shares of the two companies are: 


book market 
value value 
Lilliput, Inc. $1,180.00 none 
established 


Leviathan Corp.: 


common $ 32.25 $ 35.00 
preferred S$ 100.00 $100.00 


The market value of Leviathan’s com- 
mon stock reflects the influence of the 
sizeable unrealized appreciation in its 
assets and its net worth growth not- 
withstanding a low dividend rate. 

Valuation for these purposes is an 
intricate matter, not before us here. It 
will suffice to say that after a day’s dis- 
cussion in the suite and 3 hours more 
over dinner in the Escoffer Room® a 
formula was agreed upon as to an over- 
all value of each corporation. Lilliput, 
Inc. was valued in the following man- 
ner: 

(a) Net worth at 

Dec. 31, 1954 $ 590,000 

(b) Add unrealized 


appreciation 100,000 
(c) Average earn- 
ings 5 years S$ 70,000 
(d) Less 10% aver- 
age net worth 37,000 
(e) Excess (c) over 
(d) $ 33,000 
(f) Excess (e) capi- 
talized on 10X 
factor 330,000 
Total value of 
Lilliput 
Inc. $1,020,000 


This was rounded off to an even Sl,- 
000,000 as a concession to the Levia- 
than group. 

Leviathan Corp. was valued in the 
following manner: 
(a) Net worth at 

Dec. 31, 1954 
(b) Add unrealized 


$5,225,000 


appreciation 1,800,000 
(c) Average earn- 

ings 5 years $430,000 
(d) Less 10% 


age net worth 


aver- 


425,000 


(e) Excess (c) over 
(d) $ 5,000 
(f) Excess (e) capi- 
talized on 10X 
factor 50,000 
Total value of 
Leviathan 
Corp. $7,075,000 
This was rounded off to an even 
$7,000,000. The total and proportionate 
values of both corporations so  estab- 
lished are: 
$1,000,000 1 
7,000,000 7 


Lilliput Inc. 
Leviathan Corp 
Total $8,000,000 l 
The relative values of the two corpo- 
rations are, therefore, 7 to 1.4 


Stock and securities to be issued 


Equally as difficult as valuation is the 
problem of allocating the agreed values 
among the shareholders of the two 


corporations. Leviathan has 6% deben- 


( 


tures of 1965, preferred and common 


stock outstanding. Lilliput has issued 
only common stock. 

Baird is positive that Leviathan’s 
(held by 


panies) cannot be 


debentures insurance com- 


eliminated by in- 
ducing the holders to exchange them 
for stock,®> and states that it will be 


The “obvious” reasons are that Baird desires 
to learn the art by which Cole manages his pro- 
duction line so efficiently. Further, he wants Kel- 
ley to introduce his customers to Leviathan’s men. 
‘Mr. Cole graciously yielded the check to Mr. 
Baird considering it wise to follow the Hollywood 
caveat: “Don’t grab the check; someone may 
think you're broke.”’ 

‘It will be observed that “good will’’ (whatever 
that means) is a substantial factor in the valua- 
tion of Lilliput but inconsequential in the valua- 
tion of Leviathan. Our friends in the investment 
banking business might take issue with us in the 
values which we have established, albeit, this is 
not a paper on valuation procedures and we have 
taken some license in order to simplify the steps 
which follow. 

* Technically, Leviathans debenture holders could 
exchange such debentures for stock of the new 
corporation on a tax-free basis. (See Int. Rev. 
Code (1954) § 354, which reads in the disjunc- 
tive, i.e., “stock or securities.’’) The reason they 
do not do so here is based on preference not tax 
obstacles. 

® Under Int. Rev. Code (1954) §§ 354 and 356 
gain is recognized to the extent of any “prop- 
erty”’ received other than property which is per- 
mitted to be received without recognition of gain 
or loss. §356(d) provides that “other property” 
includes the entire principal amount of securities 
received in a reorganization where no securities 
are surrendered. Hence where no debentures are 
surrendered in exchange for new debentures the 
principal amount becomes “boot” and is taxable 
to the recipient. 
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necessary that the new corporation, 


Great Western Electronics Corporation, 
issue an equivalent amount of debt 
securities in exchange for Leviathan’s 
debentures. 

Kelley inquires whether the new 
debentures would take senior rights over 
such stock as he might receive in the 
exchange and is advised that they would. 
Kelley is 


and sug 


disturbed by this g- 


gests that he, too, would like to receive 
some of the new debentures rather than 
take in stock. On behalf 


of Leviathan Baird states that this would 


all his interest 


be agreeable. However, Patterson, coun- 
sel for Lilliput, warns Kelley that he 


would be wise to give the matter a 
second thought. He explains that while 
stockholders of Lilliput can receive stock 
of Great Western free of tax, receipt of 
debentures would subject him to a 
capital gains tax on the amount of any 
such securities received. Reason: Lilliput 
has no debentures (securities for these 
Kelley with- 


purposes) outstanding.® 


draws his request. 


Leviathan’s preferred 

Next discussed is Leviathan’s outstand- 
ing preferred stock. Baird responds to 
that he 
their preferred 


inquiry by saying doubts if 


many of stockholders 
would be willing to accept Great West- 
ern’s common for their Leviathan pre- 
The 


issued for cash to investors who desired 


ferred. Reason: preferred was 


a steady income with an assured return 
of their investments. They will not wish 
to shift to the low-return § speculative 


position of common stock, or surrender 








the right to recover their investments 
at a predictable point in time. Any 

Here Kelley is the only shareholder requesting 
a rt of his interest in debentures. If carried 
out would amount to an exchange of part of 
his stock interest for property and would be tax- 
able as a capital gain. Were all the shareholders 


of both corporations to demand part of their in- 
terests in debentures, in more or less pro rata 


amounts, the exchange would take on the char- 


acteristics of a dividend (securities being other 
property) and § 356(a) (2) would operate to im- 
pose a tax at ordinary income rates on the prin- 
cipal amount of the debentures received. 


Under Int. Rev. Code (1954) § 306(c) the Great 

Western preferred stock would also be § 306 
because it was received in exchange for 
§ 306 stock issued by Lilliput. 

Such a ruling will not be easy to obtain. Treas- 
ury suspicion of any preferred stock received in 
a reorganization in exchange for common has 
in regulations which, read literally, are 
y harsh. U. S. Treasury Regs. § 1.306.3 (d) 


stock 


Ordinarily, section 306 stock includes 
stock which is not common stock received in 
pursuance of a plan of reorganization (within 
the meaning of § 368(a)) . . The application 
of the preceding sentence is illustrated by the 
following examples: 

“Example (1) Corporation A, having only 
common stock outstanding is merged in a statu- 
tory merger (qualifying as a reorganization un- 
der section 368(a)) with Corporation B. Pursu- 
ant to such merger, the shareholders of Corpora- 
tion A received both common and preferred stock 
in Corporation B. The preferred stock received 
by such shareholders is section 306 stock.” 
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attempt to force this upon them in the 
exchange would, doubtless, result in half 
their number becoming dissenting share- 
holders and require buying them out 
for cash. The new corporation can ill 
afford to be short the working capital 
($1,000,000) which this would require. 
All agree that such an event would be 
that the 
sufficient 


most unfortunate and new 


corporation must issue pre- 
ferred to enable the present preferred 
shareholders to retain their present in- 
vestment positions in the successor 
corporation. 

Cole and Kelley recognize the prob- 
lem but intensely dislike the effect on 
them, personally. Not only will the pre- 
ferred shareholders have first claim on 
any earnings available for dividends but 
they (Cole and Kelley) will lose control 
of dividend policy on common stock. 
the 


that one of their objectives is to re- 


They remind Leviathan group 
place their loss of salary income with 
Divi- 


dends from the new corporation can 


some sort of reliable substitute. 
be the only source of such substitute 
income. 

The Leviathan group does not relish 
the idea of adding dividend commit- 
ments to those already imposed by exist- 
ing preferred since the payment of pre- 
ferred dividends reduces the amount of 
earnings available for expansion—and 
they desire to expand. 

In the course of this discussion Cole 
states that if Leviathan has preferred 
commitments, Lilliput can _ likewise 
create such commitments by declaring 
a preferred stock dividend on Lilliput’s 
common before the reorganization plan 
is adopted. 

“Then,” says he, “we can exchange 
that preferred for 
Western.” 

At this suggestion their counsel, Pat- 
Cole, Kelley 
Heaven to forget any such idea. 

Such preferred _ stock, he 
would be Section 306 stock. Further, if 


preferred of Great 


terson, implores and 


explains, 


Great Western preferred is received in 
exchange for Lilliput preferred it would 
become Section 306 stock in Cole and 
Kelley’s hands.7 

“Are you,” he asks, “willing to tie up 
a sizeable amount of your interests in 
a stock which can’t be sold, redeemed or 
even given away without your incurring 
a dividend tax?” 

Cole and Kelley 
When he recovers from the shock of his 


are thunderstruck. 
counsel’s pronouncement Cole firmly de- 


clares that if he must take a back seat 
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to $2,000,000 worth of Leviathan’s pre- 
ferred stock without assurance of some 
income on his investment there will be 
no reorganization. 

They agree to meet again after lunch, 
during which period Atkins, Leviathan’s 
counsel, advises Baird that if, to save the 
deal, he is willing to let Cole and Kelley 
take some preferred it can be done pro- 
viding the Commissioner of Internal 
Revenue will give the necessary ruling. 
Under Section 306(b)(4) a sale of Sec- 
tion 306 stock will not be treated as a 
sale of a non-capital asset if the Secre- 
tary (or his delegate) is satisfied that the 
“distribution” of such stock “was not 
in pursuance of a plan having as one of 
its principal purposes the avoidance of 
Federal income tax.” ; 

After that his 


people will agree to Cole and Kelley 


lunch, Baird states 
receiving up to half their interest in pre- 
stock that it 
responsibility to obtain any ruling neces- 


ferred but will be their 
sary to satisfy their own tax require- 
ments. 

To Cole and Kelley this means an 
$300,000 


$200,000, respectively, and they agree 


assured 6% income on and 
to take the necessary steps to obtain the 
ruling reserving the right to refuse to 
consummate the deal if the ruling is 
not favorable.8 

Finally, the matter of continuance or 
capitalization of the combined surplus 
accounts of the corporations is con- 
sidered. Should the entire net worth be 
capitalized in stock to be issued by 
some be re- 
the 


Great Western or should 


served for dividends in form of 


earned surplus? This is an important 
question as the decision reached in this 
affect the allocation of 


stock 


connection will 
future earnings to the common 
held by the two 


inverests groups in 


Great Western. 

It is finally decided to set aside as 
carryover earned surplus an amount 
two annual dividends 
of $2,000,000 of 


Leviathan’s preferred, plus $500,000 new 


sufficient to cove 
on the preferred. 6% 
preferred to be issued to Lilliput’s 
$150,000 


year, or $300,000 for two years. 


stockholders amounts to per 
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Capitalization of Great Western ($8,- 
000,000) is allocated to the shareholders 
of Leviathan and Lilliput as follows: 
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cause of the requirement of Section 
368(a)(1)(B) that the acquisition of con- 
trolling stock in one corporation (Lilli- 





(a) 6% 
(b) Common, $10 par value 


preferred, $100 par value 


(c) Earned surplus 


Totals 


Stockholders of: 
Great 


Western Leviathan Lilliput 
$2,500,000 $2,000,000 $500,000 
5,200,000 4,750,000 450,000 


300,000 


$8,000,000 $6,750,000 $950,000 





Stock exchange ratios then became: 

(a) Lilliput: For each share of Lilliput 
common surrendered, its shareholders 
will receive 10 shares of Great Western 
preferred, and 90 shares of its common. 

(b) Leviathan: For each share of 
Leviathan preferred stock surrendered, 
one share of Great Western preferred 
share of 


will be received. For each 


Leviathan common surrendered 43, 

shares of Great Western common will be 

received, 
\greement on valuation and_ stock 


ownership having been tentatively 
reached, it becomes necessary for coun- 
sel for the parties to decide upon the 
type of reorganization best suited to 
carry out the transaction. Consideration 
is given the four alternatives. 

\t first, merger and _ consolidation 
(Type A) are viewed with concern be- 
cause of the requirements of the laws 
of both New York and California that 
two-thirds of the shareholders of each 
corporation approve the plan. Further, 
dissenting shareholders must be bought 
out which could operate to impair work- 
ing capital if any large group of share- 
holders should oppose the reorganiza- 
tion. 

Consideration is then given to a 
Type B reorganization, i.e., acquisition 
of all Lilliput’s outstanding stock in ex- 
change for Leviathan’s common and pre- 
ferred. Under this plan Lilliput would 
remain in existence as a subsidiary of 
Leviathan which would simply change 
its name to Great Western Electronics 
Corp. 

Aside from such objections as the 2% 


income tax penalty required for the 
privilege of filing consolidated returns; 
difficulties in 


connection with  inter- 


company transactions, complexities of 
the Regulations relating to consolidated 
returns; and duplication of manage- 
ment, organization, etc., a far more ser- 
ious obstacle exists. The type B_ re- 


organization cannot be employed _be- 


put) be solely for all or a part of the 
voting stock of the acquiring corpora- 
tion (Leviathan). In the instant case 
Leviathan’s preferred is nonvoting stock 
and under the decisions relating to 
similar requirements under the 1939 
Code, exchange of such nonvoting stock 
for Lilliput’s stock would disqualify the 
transaction as a tax free reorganization.® 
Accordingly, a Type B_ reorganization 
is found to be unacceptable. The Levia- 
than group is adamant in opposing vot- 
ing rights for the preferred. 

While avoiding the parent-subsidiary 
objections, the Type C_ reorganization 
(acquisition of substantially all of Lilli- 
put’s properties by Leviathan for the 
latter’s voting stock) is also ruled out 
due to the “voting stock” requirement. 

Despite the difficulties presented by 
merger or consolidation, as heretofore 
noted, the negotiators find themselves 
left with these alternatives, or none, if 
a tax free reorganization is to be 
effected. No dissenting shareholder prob- 
lem arises from the Lilliput side and 
Baird, 


the belief that a good job of selling the 


faced with necessity, expresses 
transaction can reduce dissent to a mini- 
mum. 

Ihe discussion then turns to whether 
the reorganization should be a merger 
or consolidation. The laws of the States 
of California and New York permit 
either corporation to be the survivor, 
in case of a merger, or the new corpo- 
ration to be organized in either State 
in case of a consolidation. 

Cole and Kelley are more or less in- 
different but would like to see the main 
office in California. The Leviathan 
group originally favored New York as 
the state of incorporation, but as the 
discussions progress they begin to favor 
California for a variety of reasons of 
which the most persuasive are: 

1. Concentration of the aircraft in- 
dustry in Southern California. Nearness 
to these 


unexploited markets would 


facilitate expansion of sales. 

2. An undeveloped Western market 
for its radios and electrical appliances. 
3. Good and growing labor supply. 

4. Access to Pacific Area export facili- 
ties. 

5. Higher rate of expansion of elec- 
tric utility systems in the Western states, 
as against national average. 

6. More favorable state franchise tax 
conditions. 

7. Living conditions than 
smog). 

To make a long story short it is de- 


(other 


cided that the successor corporation be 
a California corporation with principal 
office located in or about Los Angeles. 
Had New York been selected a ‘“down- 
stream” merger of Lilliput into the 


larger Leviathan could have been 


effected. But an “upstream” merger of 
Leviathan into Lilliput 


many, complex problems in connection 


presents so 


with amendments of articles, by-laws, 
shifts of directors and officers, as well as 
employees generally, that it is decided 
to start from the bottom and_ tailor 
make a new corporate organization 
which will be suitable to the combined 
operations. Accordingly, the final deci- 
sion is to consolidate Lilliput and 
Leviathan into a new California corpo- 
ration to be called Great Western Elec- 
tronics Corporation. 

Counsel for the parties are directed 
to prepare drafts of the documents to 
carry out the transaction. 

The target date for consummation of 
1955, 


which has been selected in the hope that 


the consolidation is December 3 


the filing of tax returns on a fractional 


“Comm. v. Air Reduction Co., 130 F2d 145 (2d 
Cir. 1942); Helvering v. Southwest Consolidated 
Corp., 315 U.S. 194 (1942). At least one com- 
mentator does not believe the cited cases to be 
controlling under the 1954 Code. See Merritt 
“Tax Free Acquisition of Corporate Business,” 
Proc., NYU 13th Ann. Inst. on Fed. Taxation, 
1955, at 930. U. S. Treasury Regs. § 1.368-2(c) 
however take the position adopted by the cited 
decisions under prior law. 

Further, until some legislative or judicial rule 
to the contrary appears, caution would require 
preferred stock, entitled to vote only when divi- 
dends are in arrears, to be regarded as non-vot- 
ing in the absence of arrearages. 3 Mertens, Law 
of Federal Income Taxation, § 20.75, note 56 
(1942). 
© A ticklish question is involved here. Int. Rev. 
Code (1954) § 306(c) which defines “Section 
306 stock” includes within the definition—stock 
which is not common stock received in a reor- 
ganization, without recognition of gain, “but 
only to the extent that the effect of the 
transaction was substantially the same as the 
receipt of a stock dividend.’”’ What is meant by 
the word “effect”’ is obscure. Does it mean, the 
effect of a stock dividend by Lilliput, or by the 
resulting corporation Great Western? If the lat- 
ter is intended the effect of Cole’s and Kelley’s 
receiving preferred is not the same as a stock 
dividend because the other common shareholders 
of Great Western are not to receive any pre- 
ferred. The regulations adopt the narrower view 
that any preferred received by a _ shareholder 
formerly holding only common is § 306 stock. 

Under { 306(b) (4), therefore, all that a ruling 
could do would be to hold that even though such 
stock is § 306 stock, the Commissioner is satis- 
fied that its distribution was not in pursuance 
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both 
corporations. Great Western's first tax- 


year basis can be avoided by 
able year would commence immediately 
following the close of Lilliput’s and 
Further, 


this corresponds with year end closing 


Leviathan’s last taxable year. 
of the books of the constituent corpo- 


rations and will facilitate transfer of 


asset and liability accounts to the new 
corporation. Obtaining the necessary 
clearance from state tax authorities by 
December 31, 1955 presents some diffh- 
cult but not insurmountable obstacles 
to hitting the target date. For present 
that the tax 


States are 


will 
both 


purposes we assume 


authorities of satisfied 


that local tax liabilities are adequately 

“secured” and that filings can be made 

on December 31, 1955 as scheduled. 
Che only important preliminary that 


now remains is the issuance of the 


ruling by the Internal Revenue Service 


with respect to the preferred stock 


to be received by Cole and Kelley.1° 


In this instance we are going to assume 
that a favorable ruling is obtained (be- 
fore the target date) because the Com- 
missioner’s office was impressed by the 
following circumstances: 

|. The Great Western preferred was 
not received in exchange for other Sec- 
tion 306 stock. 


) 


2. The purpose to maintain Cole and 
Kelley’s dividend position in the new 
corporation is not a tax avoidance pur- 
pose and is based on legitimate business 


considerations. 


3. There was no pro rata issue of pre- 
ferred stock in exchange for all common 


stock surrendered by the constituent 


cor porations. 


of a tax avoidance plan. But to avoid ordinary 
income treatment on a disposition of the stock, 
he (the Commissioner) must be satisfied that 
both distribution and disposition were not in 
pursuance of such a plan. Obviously the Com- 
missioner will not rule on a disposition or re- 
demption not contemplated when the ruling is 
ught. Taxpayers will be very fortunate if they 
ean get half a ruling, i.e., that the distribution 
(in reorganization) was not in pursuance of a 
plan to avoid tax. This is bound to be an area 
within which much controversy will rage and 
throwing the burden of determining whether or 
not a tax avoidance purpose existed upon the 
Commissioner has some disturbing aspects. 

Int. Rev. Code (1954) § 306 is a typical exam- 
ple of legislation which burns down the barn to 
destroy the mice in the granary. It was designed 
to prevent converting corporate earnings into 
capital gains to the shareholders by methods typi- 
fied in Chamberlain v. Comm., 207 F2d 462 (6th 
Cir. 1953), cert. denied 347 U.S. 918 (1954). 
Nevertheless the Internal Revenue Service is 
likely to see the Chamberlain ghost in every ap- 
plication for a ruling under § 306(b)(4) and 
many desirable reorganizations will be thwarted 
because of unwillingness of shareholders to take 
a junior stock position to that of shares held by 
other parties to a proposed reorganization. 

See U. S. Treasury Regs. { 1.368-1(c); 
and note the strict adherence to statutory lan- 
guage by the Supreme Court in Southwest Con- 
solidated Corp., note 17, supra. 
18The writer was recently astonished to learn 
that the Internal Revenue Service may take the 
position that unless a redemption also qualifies 
under either § 302(b) (2), (3) or (4) it will de- 
cline to rule that it can come under § 302(b) (1). 
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4. The preferred stock of Great West- 
ern cannot be 1965. 
This supports the preeminence of a pur- 
pose to achieve a negotiated adjustment 
of seniorities as between the 


redeemed before 


two ad- 
verse stockholder groups and _ virtually 
eliminates the possibility that a pre- 
ferred stock “bail-out” was in mind.1! 


PHASE TWO 

It is hardly necessary to state that any 
departure from the plan of consolida- 
tion, as evidenced by the agreement and 
the certificates approved by the directors 
and shareholders, would be most fool- 
hardy. Not only might the transaction 
cease to be a statutory consolidation (be- 
cause not in accordance with local law) 
but the variance would not be “in pur- 
suance of the plan of reorganization” 
for Federal tax Where the 
statute lays down a precise technical re- 


purposes. 


quirement the Internal Revenue Service 
and the courts have seen fit to require 
strict compliance therewith.!2 With the 
amounts at stake that are usually in- 
volved in corporate reorganizations good 
judgment permits no careless departure 
from the plan. Changes should only be 
amendment 


accomplished within the 


provisions of local law. 


Incidents of consummation 


Requirements of local law vary 
greatly as to detail but not much as to 
substance. It is nevertheless quite im- 
that 


least 


these details be observed 
that 


organizer is an upset of his timetable 


portant 


for the can befall the re- 
due to the refusal of state authorities to 
accept documents for filing which do 
not meet the provisions of local statutes. 
Usually, such formalities and details 
will have been cleared by counsel be- 
fore formal approval and execution of 
the documents are effected. 

In the case of mergers and consolida- 
tions, the transfer of title to assets and 
the assumption of liabilities of the con- 
stituent corporations to the resulting 
corporation occurs by operation of law. 
For tax purposes no more than ‘the 


filed 
evidence the 


certificates under local law are 


needed to change of 
ownership. 

Some confusion can arise, however, in 
identifying the particular assets which 
have passed to the successor corporation 
in the transaction. During the pendency 
of negotiations business must go on as 
usual and assets are being purchased 
and sold daily. Normally the agreement 
for consolidation or merger will specify 
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the assets which are to be kept intact 
by the constituent corporations until 
the transactions can be consummated 
and it is considered a matter of very bad 
faith violate either the 
letter or spirit of such an understand- 
ing. 

When the transaction has in fact been 
effected by the 
identification of 
normally made by appropriate entries in 


in business to 


statutory filings the 


assets transferred is 
the books of the new corporation under 
the direction of the auditors of the 
parties. 

their 
problems in reporting gain or loss from 
the reorganization 


Though they have own tax 
dissenting share- 
holders do not greatly complicate the 
tax problem of the corporate parties. 
Under the laws of the various states 
dissenting shareholders have the right 
to have their stock appraised and pur- 
chased by the corporation of which they 
are shareholders. Dissenting share- 
holders are entitled to receive cash but 
no reason appears why they could not 
voluntarily accept property in lieu of 
cash. Here some odd results can occur. 
If the dissenting shareholder volun- 
tarily accepts cash or property from his 
own corporation in exchange for his 
and 
317(b) IRC constitutes 
a redemption. This brings Section 302 


shares, the transaction is taxable, 


under Section 


into play and such questions arise as 
whether the particular shareholder will 
be taxed on the transaction at capital 
gains or ordinary rates. Normally if the 
shareholder’s entire interest in a corpo- 
ration is terminated the redemption is 
a sale or exchange with capital gain or 
loss consequences under Section 302(b) 
(3). But what is the effect if the dissent- 
ing shareholder has a relative, or a part- 
shareholder of the 


ner who is also a 


corporation who is not dissenting 


shareholder and whose ownership of 
attributed to the 


senting shareholder under Section 318? 


stock would be dis- 
Presumably the dissenting shareholder's 
only escape from dividend treatment 
in such a case is through the dark alley 
of Section 302(b)(1), i.e., that the re- 
demption is not essentially equivalent to, 
a dividend.13 If the dissenting share- 
court 
awarded a judgment against the corpo- 


holder takes his case to and is 
ration presumably the effect, so far as 
he is concerned, is the same as if he had 
received payment voluntarily. 

But the dissenting shareholder pro- 
ceedings do not delay the completion 
of the merger or consolidation, and the 
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successor corporation takes the assets of 
the constituents subject to their debts 
and liabilities including the claims of 
After a 


solidation is complete the dissenter is 


dissenting shareholders. con- 
not a shareholder of the new corpora- 


tion and his former corporation has 
ceased to exist. When the successor pays 
received 


him off, therefore, the money 


is not in “redemption” under Section 
317(b). Under these circumstances capi- 
tal gain treatment seems assured. 


think 


before dissenting in 


Shareholders must now thrice 


rather than twice 


a merger or consolidation, thanks to 
the “nightmare section’”—318. 
Where a 


effected no properties are received by 


merger or consolidation is 
the constituent corporations, hence no 
problem of recognition of gain to the 
constituent corporation arises unde1 
Section 361. 

Exchange by stockholders of the con- 
stituents of their old shares for shares 
of the consolidated corporation is a 
perfunctory matter so long as the plan 
is carefully adhered to. It simply con 
sists of the surrender of their old shares 
and the receipt of new shares therefor 
The consequences of the exchange are 
covered below. 

It will be 


have specifically not provided 


noted that in our illustra- 
tion we 
for the exchange, by Leviathan’s deben- 
ture holders, of their old securities for 
new securities. Usually such an exchange 
is included in the plan and the exchange 
is made without recognition of gain o1 
loss to the security holders under Sec- 
tion 354. 

We intentionally omitted the ex- 
change of securities in order to point up 
the fact that it need not be part of the 
current plan of reorganization and can 
be handled at a later date as a separate 
recapitalization of the successor corpo 
ration, when, as and if financial circum- 
stances warrant. Though it was not 
the case here, security holders frequently 


resort to thei 


power to disagree, thus 


impeding and delaying a merger or 


consolidation in the hope of improving 


their position in respect of interest 


rates, security, etc. Under the merger 


and consolidation statutes the bond- 


holders have no power to block the re- 
unless such 


organization powers are 


specifically reserved in the provisions 


under which the bonds are _ issued. 
Where such is the case the merger route 
is usually followed; the constituent not 
subject to disability being merged into 


the constituent subject to disability. 
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Under Section 362; the basis of Lilli- 
put’s and Leviathan’s assets in the hands 
of Great Western is the same as it was 
in the hands of the transferors increased 
in the amount of any gain recognized 
to a transferor on the transfer. 

Here, the value of common shares sub- 
stantially exceeds their cost basis. We 
may, therefore, assume that in the case 
of any dissenting shareholder gain would 
be recognized when the fair market 
value of his stock is paid pursuant to 
his objection. However, no increase in 
the basis of the assets transferred by the 
constituents to the consolidated corpo- 
ration results from the recognition of 
gain to a shareholder. The shareholde1 
is not a “transferor” for purposes of Sec- 


tion 362. 


Basis of shareholders’ new stock 


The basis of the Great Western stock 
in the hands of the shareholders of the 
constituent corporations will be the 
same, in the aggregate, as the basis of 
the stock which they surrendered. (Sec 
tion 358.) This section also provides 
for an allocation of old stock basis to 
new stock under regulations. 

Che applicable regulations are found 
in Section 1.358-2 and are illustrated by 
the following computations: 
Frank Cole's 
shares, 300 @ 


1. Allocation of basis: 


a. Basis of Lilliput 
$100, $30,000.00 

b. Fair market value of Great West- 
ern common shares received 27,000 @ 
$10, $270,000.00. 

c. Fair market value of Great West- 
ern preferred shares received 3000 @ 
$100, $300,000.00. 

Cole’s Western 
common is 270,000 divided by 570,000 

30,000 =, $14,210.53 or $.52632 per 


share. 


basis for his Great 


Cole’s basis for his Great Western pre- 
ferred is 300,000 divided by 570,000 
30,000 = $15,789.47 or $5.2632 per 
share. 

Che computation of Kelley’s basis for 
shares is made in the 


Great Western 


same manner, using as the starting 
point his 200 shares of Lilliput com- 
mon. 

Leviathan’s shareholders will allocate 
the basis for old shares and new by 
classes. Thus, if shareholder, Brown had 
200 shares of preferred which cost him 
$100 per share, and 300 shares of com- 
mon which cost him $15 per share his 


allocation of basis would be: (a) Cost of 


old preferred (200 @ $100), $20,000.00. 
Number of new preferred received is 
200. $20,000 divided by 200 or $100 is 
cost basis per share of his Great West- 
ern preferred. , 
(b) Cost of old common (300 @ 15) 
is $4,500.00; 4.75 (new shares ratio) 
300° (old 1,425 
new shares received. $4,500.00 divided 
$3.1579 is cost 


shares surrendered) is 


by 1,425 or basis per 


share of his Great Western common. 


Post-reorganization sales of stock 


\s regards Leviathan’s shareholders, 
casual sales of stock after the reorgani- 
zation will have the same effect as if such 
shares were sold before the reorganiza- 
tion. Capital or loss treatment would re- 
sult. 

So far as Cole and Kelley are con- 
cerned, however, a sale of any of the 
preferred stock within a short period 
after the reorganization could have 
serious consequences. The reason is that 
in requesting a ruling respecting the 
new preferred to the effect that the plan 
of reorganization did not have as one 
of its principal purposes, the avoidance 
of Federal income tax, Cole and Kelley 
stated in an afhdavit that they had no 
present intention of selling the pre- 
ferred. To do so shortly after the close 
of the reorganization might well cause 
the bona fides of the sworn statement 


\ ruling obtained upon 


to be doubted. 
a false statement of fact by the appli- 
cant is, of course, of no benefit to the 
taxpayer. The Revenue Service, unde 
circumstances of a sale so soon after the 
reorganization doubtless would attempt 
to treat it as a sale of a noncapital asset 


under Section 306. 


Carryovers under Section 381 

The capitalization of the great bulk 
of earnings and profits of the constituent 
corporations does not, for Federal tax 


reduce the 


purposes, amount of such 
earnings available for dividends. Under 
Section 381(c)(2) the earnings and profits 
of the constitutents are carried over to 


the consolidated corporation in the 


aggregate amount of $2,765,000.00. Dis- 
tributions by Great Western to its stock- 
holders would, therefore, be dividends 


until that amount (and any current 
earnings) is exhausted. 

Great Western would be permitted to 
continue Leviathan’s deductions for the 
unamortized bond discount appearing 
in the latter’s balance sheet at December 
31, 1954. 
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losses on the reserve basis; Lilliput 


used a direct charge-off basis. Great 


Western would probably be compelled 
to use the reserve method employed by 


Leviathan and any recoveries of bad 


debts Leviathan would 


transferred by 

charged to the reserve. If, however, 
inv bad debts written off by Lilliput 
priotr to the 


reorganization were re- 


covered, Great Western would be re- 
quired to take up the proceeds as in- 
under Section 381(c)(12). 


ome 


Liabilities of a constituent corporation 


If prior to the reorganization either 





lliput or Leviathan were involved in 
controversy, as for example a claim for 
negligent operation of a truck, which 
resulted in a liability after the reorgani- 
thereof will be de- 
Western if it 


have been deductible by the constituent 


zation, the amount 


ductible by Great would 


Recent rulings guide 


Corporation 


corporation. (Section 381(c)(16)). 
A variety of similar carryovers is in- 
381, 


specific 


cluded in section which must be 


reviewed in every reorganiza- 


tion. 
Conclusion 


that there be an end of this 
the 


In order 


illustration within limits of the 
publisher’s budget, we have necessarily 


The 


will serve, however, to demonstrate that 


omitted much detail. illustration 


both from the standpoint of local law 


and the Federal income tax law each 


reorganization is a thing unto itself and 


must be custom tailored to accomplish 
particular objectives. 


[The foregoing article is excerpted from a paper 
written by Mr. Kumler for the Tax Institute held 
by the U. of Southern California School of Law, 
1956. The editing was done by the Editors with 
Mr. Kumler’s approval. The complete paper ap- 
peared in the proceedings of the Institute Major 
Tax Planning for 1956, published by Mathew 
Bender & Co., Inc., Albany, N. Y., $14.50. 


and warn of traps in 


liquidations, spinoffs, Section 306 stock 


Sub- 


chagrined 


Now the authors of 


| eres BY 
4 chapter C slightly 
The 


achievement of 


are 


vith their handiwork. announced 


objective was the sim- 


plicity and certainly in a field of tax law 


replete with confusion. The continuous 
ow of administrative rulings on this 
subchapter is a constant reminder that 
simplicity and certainty will be found 
only in the taxwriter’s Shangri-La. 
Meanwhile, the new rulings provide 


educational benefits, shocks, warnings 


nd slightly diminished confusion. Here 


ire some recent samples. 


Starting point of Section 337 liquidation 


It is popularly assumed that the 


elve months’ liquidation period of a 
Section 337 liquidation commences on 


the date the plan of liquidation is 


idopted by the shareholders. Rev. Rul. 
140, 1957-14 IRB p. 7, (April 1, 1957), 
well by the 


serves us illustrating that 


doption date is ordinarily, but not 


the 
(Sec. 


stringent 


necessarily, the beginning date of 


eriod. In fact the Regulations 


2) contain some very 


a4 


language on the problem of the be- 
vinning date of this type of liquidation. 

In that ruling the taxpayer was in- 
deed fortunate because the adoption of 


1e plan of liquidation was preceded 


by a sale of one of the two corporate 


divisions in a prior year and likewise by 


a conditional sale agreement covering 
the other division of the business. The 
beginning date for the twelve months’ 
period was critical since if the first 


sale had started the period running, 
Section 337 would not have applied to 


the second sale. So also, Section 337 
would have been inapplicable if the 
conditional sale agreement had been 


considered as a sale prior to the adop- 
tion of the plan. 
The 


liberal, however, in holding Section 337 


Service was reasonable and 


did apply. A vital factor was that when 


the first sale was made, there was no 
intent, plan or decision to sell the other 
business nor to liquidate the corpora- 
tion. Moreover, there was ample evi- 
dence to show the first and second sales 
were unconnected. Other taxpayers may 
not find the pot under their rainbow. 
Before 


liquidation, they will be well advised to 


contemplating a Section 337 
reexamine the history, intent and record 
of all prior sale transactions not in the 
ordinary scope of the business. Such a 
backward glance may prevent the for- 
ward shock of a double tax from a 
corporate liquidation. 

The section of Subchapter C that re- 
ceives more than its share of bitter com- 


plaints from tax men is Section 306. 


and corporate organizations * | 29 


Indeed it shackles tax movements and 


planning previously safe and_ proper. 
Among its attributes are its quicksand 
characteristics and its ever changing 
moods arising from administrative inter- 
pretations. Plainly, Section 306 is not 
a road along which a tax man can with 
certainty lead his preferred-stock-bearing 
clients. 

306 


this is a 


Is common stock ever Section 
We that 
possibility, particularly where the stock 
(See Rev. Rul. 1957- 
132, commented on in this department 
6 JTAX 6). 


of what is admittedly Section 306 stock 


stock? now know 


is “redeemable.” 
Now suppose we dispose 
— does this produce ordinary income? 
Apparently the best and safest answe1 


“Not 


we can say even though the statute was 


we can give Is: necessarily.” This 
designed to generally produce that re- 
sult in the case of this “tainted”’ stock. 
In Rev. Rul. 57-103, 1957-11 IRB, p. 
9 (March 18, 1957), 


that preferred stock received in a re- 


the Service ruled 


organization was Section 306 stock, but 


nonetheless since its issuance was not 


under a plan “having as one of its prin- 
cipal purposes the avoidance of Federal 
income tax,” the gain on the sale or 
other disposition would not be ordinary 
income. This method of escaping the 


impact of Section 306 had _ originally 
been thought very difhicult to satisfy be- 
cause of its vague requirements, but we 
know several instances in published rul- 
ings where the Service has reached that 


held 


fide 


result. In this case, a_ publicly 


corporation acquired for “bona 


reasons,” all the assets of a 


held 
mon stock outstanding by issuing voting 


business 


closely company with only com- 


preferred and common pursuant to a 
Section 368 (a)(1)(C) reorganization. The 
total stock issued to the shareholders of 


the acquired closely held company was 


( 


,, of the 


only 5 acquiring corpora- 


tion’s stock. Thus, the possibility of tax 
avoidance being a_ principal purpose 
for the transaction was quite unlikely. 


In any event tax men will be pleased to 


be reminded that all Section 306 stock 
is not necessarily tainted and that the 
Service will remove the curse on sub- 


mission of satisfactory proof of a busi- 


ness purpose and of a pure heart. 


A spinoff fails 
Subchapter C is replete with time 
periods that require strict compliance. 
Section 302(c) imposes stringent ten- 
year tests on certain redemptions. Sec- 


tion 337 has its twelve months’ require- 
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ment for liquidations referred to above. 
Section 355 contains a tricky five-year 
condition on spinoffs. In effect, Sec- 
tion 355 applies only to the separation 
of existing businesses which have been 
in active operation for at least five years, 
and in general have been owned for at 
least five years by the corporation mak- 
ing the distribution. 

The disaster that strikes from failure 
to comply with the five-year period of 
Section 355 is illustrated in Rev. Rul. 
57-144, 1957-15, IRB, p. 8 (April 15, 
1957). There a holding company had 
two subsidiaries, A and B corporations. 
It spun off the stock of A corporation and 
thereafter merged with its subsidiary B 
corporation. Unfortunately, during the 
five-year period preceding the spinoff, 
there had been a minority shareholder 
in B corporation to the tune of over 








Gift of stock not bona fide; repurchase 
by corporation a constructive dividend 


stockholders. A _ father 
owned 48 shares and his two sons one 


to remaining 


share each of the stock of a scrap-iron 
corporation. In 1947, in anticipation of 
his remarrying, the father transferred 
23 shares to each of his two sons. Later 
in 1950 he and his sons became involved 
in a serious dispute and under a written 
contract the corporation agreed to pay 
the father $93,700. The father agreed to 
resign and to transfer to the corpora- 
tion his remaining 2 shares; not to com 
pete for 10 years; and to relinquish all 
The court holds: (1) the 
father did not make a gift of 46 shares 


salary claims. 


to his sons in 1947 since they were mere- 
ly nominees whose names were used to 
suit his convenience; (2) the father sold 
all of his 48 shares in 1950 and was 
entitled to report all of the profit as 
capital gain; (3) the sons received a con- 
structive dividend of $93,700 in 1950 
when the corporation, which had 
accumulated earnings in excess af that 
amount, paid for the 
Zipp, 28 TC No. 32. 


father’s stock. 


Splitoff auto dealership taxable; does 
not meet “active business” requirement. 
A corporation engaged in the sale and 
servicing of automobiles since i946 at 
two separate locations consolidated all 
of its activities in 1954 at one of the 
locations, and started the sale and servic- 


ing of a new brand of automobiles at 


July 1957 


20%, of the stock, but part of this stock 
was redeemed. Control of B (over 80%) 
was thereby acquired during the five- 
year period preceding the spinoff dis- 
tribution. The price paid for this prior 
acquisition of control was a dividend tax 
on the otherwise innocent shareholders 
of the parent corporation. 

And we sadly note that this strange 
result could occur even if the parent 
had at all times during the five-year 
period owned 79.5% of the stock of B 
and the redemption (wholly unrelated 
to a spinoff perhaps four years later) 
involved a small portion of the minority 
shareholders’ stock sufficient to increase 
the corporate parent’s interest by 5/10 
of 1%! This is the law that the In- 
ternal Revenue Service must administer 
and tax men must interpret for their 
clients. ’ 


the second location. A transfer of the 
net assets of the old business to a new 
corporation in exchange for the stock is 
held to be tax-free. However, the dis- 
tribution of such stock is held not to 
qualify as a tax-free “splitoff’ pursuant 
to Section 355. Although the business 
transferred had been actively conducted 
for five years prior to the transfer, the 
automobile dealership retained, which 
had been acquired in 1954, did not meet 
the statutory five-year active business 
requirement for tax-free “splitoffs.” Rev. 
Rul. 57-190. 


Stock of controlled corporation but not 
loans worthless in years of liquidation 
| Acquiescence}. advanced 
money to a wholesale grocery company 


Taxpayer 


whose stock he owned to provide it with 
needed working capital subsequent to 
incorporation and prior to a decision 
to liquidate it. These, the court holds, 
were loans rather than contributions to 
capital. The fact that taxpayer was for 
all purposes a sole stockholder or that 
the advances were on open account was 
deemed not controlling. The court went 
on to find that the loans did not be- 
come worthless in the taxable year since 
the Company was still in the process of 
liquidation, the wholesale market was 
strong, and fast selling items were still 
being purchased in order to reduce the 
loss. The capital stock however did be- 
come worthless that year. Liquidation 
was under way and it was clear that all 


creditors could not be paid in full. Dor- 
miney, 26 TC 940, acq., IRB 1957-17. 

Recapitalization taxable; debentures 
were dividend. Taxpayer was principal 
stockholder of a corporation which 
issued pro rata new stock and debentures 
in exchange for its outstanding stock. A 
substantial earned surplus existed. The 
taxpayer immediately returned a_por- 
tion of the debentures to the company 
that same day in payment of a sub- 
stantial indebtedness which he had _ ac- 
cumulated. Although 
contended that the transaction was in- 
itiated solely because of the demands of 
the bank, the bank loan officer testified 
that the transaction did not improve the 


the corporation 


financial position of the company as a 
borrower. The court holds the exchange 
does not qualify as a tax free reorganiza- 
tion and regards the transaction with 
respect to the debentures as essentially 
equivalent to the distribution of a divi- 
dend. It also holds that the principal 
stockholder realized taxable income to 
the extent that the cancelled indebted- 
ness exceeded the basis of the debentures 
and accrued salary 
mayer, 28 TC No. 11. 


surrendered. Ort- 


Produce dealers’ advances to banana 
shipper are business debts. 
cence]. In order to ensure a supply ol 


[| Acquies- 


bananas for his produce business, tax- 
payer invested in a navigation company 
formed to engage in the banana trade 
with Cuba and Central America. Ad- 
vances of some $16,000 to the company 
were held to be incidental to and proxi- 
mately related to taxpayer's produce 
business. The resulting bad debt loss 
was deductible in full as a business bad 
debt. Dorminey 26 TC 940, acqg., IRB 
1957-17. 


Initial advances to corporation are capi- 
tal contributions rather than loans. Ad- 
vances to controlled corporations, al- 
though characterized and treated as 
loans on the corporate books, were held 
by the Tax Court to be capital contribu- 
tions; the advances were made in the 
formative stages to establish the corpo- 
rate businesses, and the capital accounts 
were nominal. This court affirms. It 
notes that while these advances were 
not matched by other stockholders and 
the book debt and stock were dispro- 


portionate, the other stockholders con- 


tributed services. This fact makes the 
disproportion of little significance here. 


3/15/57. 


Reed, CA-2, 
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Practitioners urge new IRS policy 


to speed tax litigation 


P* ACTITIONERS KNOW the high cost of 
tax uncertainty: business changes un- 
effect 


made because the tax 


was un- 
known, time and attention given to tax 
problems by executives and their ad- 
visors better occupied with business 
problems. Probably it is visionary to 
hope for a quick answer to every tax 
problem, but could 


have more certainty and get answers 


undoubtedly we 


quicker than is possible under the pres- 
ent system. The Advisory Group of 
Practitioners working with the Subcom- 


mittee on Internal Revenue 


Taxation 
gave considerable attention to the prob- 
lem of 


obtaining certainty either by 


speeding up the process of litigation 


yw avoiding litigation altogether. Their 
preliminary report to the Subcommit- 
tee suggested several changes in IRS 
policy to achieve this end. In the Sub- 
committee’s Own report, made after re- 
ceiving the Advisory Group’s report and 
holding hearings on it, reflected its con- 
currence in the idea that changes should 
be made. 


Vills Committee report: 


Icquiescence in tax court decisions.— 
The subcommittee is perturbed about 
the number of Tax Court decisions in 
which the Commissioner refuses either 
to acquiesce or appeal. The initial rec- 
ord in a Tax Court case is made by the 
Commissioner, and 


presumably repre- 


sents the situation most favorable to 
the Commissioner in his interpretation 
of the law. When the Tax Court de- 
cides in favor of the taxpayer, the Com- 
missioner should follow the decision or 
appeal it. This policy of neither ac- 
quiescing in nor appealing a decision 
leads to confusion, uncertainty, and lack 
of uniformity. The Commissioner should 
reappraise the present procedure with 
a view toward adopting a policy of ap- 


pealing or acquiescing in adverse de- 


cisions, or requesting the Congress for 
clarifying legislation. 

Policy in the federal courts.—The sub- 
committee believes a group comprised 
of representatives of the Department of 
Justice, the General Counsel of the 
Treasury and the Commissioner of Inter- 
nal Revenue be established to 
review tax litigation policies with a 


should 


view toward providing greater coordina- 
tion among them. Uniform policies 
would go far toward eliminating need- 
less litigation. If such a group existed 
with authority to review policies relat- 
ing to both civil and criminal offenses 
and to make recommendation, applica- 
tion of the tax law would become more 
certain and litigation more predictable. 

Adverse circuit court decisions.—Cases 
which involve conflicts between the 
courts and the Commissioner as to the 
proper interpretation of the law are 
We 
feel that when this conflict advances to 


of concern to the subcommittee. 
the point at which two or more courts 
of appeal decide a given issue adverse 
to the Commissioner’s position, he 
should abandon further litigation and 
seek clarification of the 
statute involved. The interests of 


legislative 
both 
the Government and the taxpayer are 
served when _ needless litigation «is 
avoided, and this is especially true where 
the court decisions create confusion as 


to the proper interpretation of the law. 


Practitioners see great problem 

The advisory group gave considerable 
space to various suggestions that have 
been made from time to time for cut- 
ting down the volume of litigation over 
the meaning of the law. They were not 
concerned here, they said, with that 
part of the grist of litigation which 
turns on fact disputes, including the 
large number of cases involving fraud. 
Though it is possible that more of them 
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can be kept out of court as Service 
representatives acquire increasing inde- 
pendence in bringing about settlements, 
litigation as to facts does not so seriously 
affect the general working of the tax law 
as do the other litigated disputes—those 
as to law points. 

As to law points in civil cases, how- 
ever, an unnecessary volume of litiga- 
tion tends to injure the general work- 
ability of the taxing system by maintain- 
ing too large an area in which the tax 
requirements of the law remain uncer- 
tain. Taxpayers, as well as the Govern- 
ment, suffer when the gap-filling process 
is slow because they cannot readily go 
ahead with business plans involving the 
doubtful tax points. This is a field which 
deserves careful study. 

Need for prompt finality—How can 
doubtful questions of construction be 
managed so as to reach, as quickly as 
possible, a decision which both the Ser- 
vice and the taxpayers can safely treat 
as final and binding? 

In approaching that question, we real- 
ize that as to some of the doubtful law 
questions nothing final and binding can 
be attained except by the slow, and in 
many ways unsatisfac tory, process of 
carrying a number of cases through the 
courts. We are inclined to think, how- 
ever, that there may be entirely prac- 
tical ways of reducing the number of 
law questions to be settled by litigation. 

Reasonable regulation.—There are 
many reasons why gaps in the tax law 
will inevitably be left by Congress, to be 
later filled either by action of Congress 
itself or by the results of various court 
cases, or, within limits, by regulations. 
As to any one of these gaps left by 
Congress in the Code or in some amend- 
ment of it, the Treasury's first and 
perhaps most important Opportunity to 
exercise the kind of judgment which 
avoids delays comes when the Internal 
Revenue Service make its own decision 
as to the regulations, or as to what posi- 
tion it will take in audits. This early 
stage is important to the Service because 
it is the stage at which the Treasury 
has a free hand in using its special 
knowledge and experience as to what 
makes a tax system productive. Later, 
responsibility has to be shared with the 
Justice Department. 

It is true enough that sometimes a 
rule established by the Service in the 
most judicial spirit does not escape an 
upset. This is in part due to the fact 
that we are a litigious people, and also 
to the fact that occasionally litigation 
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is successfully carried through by some 
taxpayer who is in an unusual situation, 
in that he is hurt by what helps other 
taxpayers. Another and an important 
cause is that most tax questions have 
two sides to them. To give an obvious 
illustration, in an alimony or property 
divorce 01 


settlement case, following 


separation, the wife may be arguing 
the Treasury’s position and the husband 
opposing it; or after a reorganization, 
one taxpayer may be arguing for the 
rreasury’s position and another against 
it. 

While instances of this kind are not 
hard to find, the Service process of col- 
lection seems to work best, as regards 
the gaps left by Congress, when the 
Service takes responsibility at this early 
stage, in view of its wide experience and 
its responsibilities, of trying to establish 
an enduring line of reasonable construc- 
tions, instead of a line broken at vari- 


ous points by extreme constructions 
which might or might not be sustained 
after long litigation. 

Policies at the litigation stage.—Where 
a point of interpretation has been in 
process ol being tested in court and 
there have been one or more decisions 
against the Government's _ position, 
either before or after reaching the ap- 
pellate stage, what principle should the 
Service follow in deciding when to aban- 
don its position on that particular 
point? 

Fortunately, the appellate courts are 
not often called on to decide tax dis- 
putes which turn wholly on fact situa- 
tions or to settle the cases involving 
mixed questions of law and fact with the 
fact questions predominating in im- 
portance. In this type of case the gen- 
eral policy of the Service is and should 
be not to recommend an appeal unless 
the decision is clearly wrong. 

It is not in this area that the trouble 
exists. Where the Tax Court has de- 
cided some issue of interpretation or 
construction against the Government's 
position a difficult policy question is 
presented. That decision, when it an- 
nounces a rule of general applicability, 
will very often affect many taxpayers 
and have its effect also on the day-to- 


day administration of the revenue laws. 


The decision being against the Gov- 
ernment, the difficult question of policy 
is presented whether it is to the public 
interest to pursue the litigation until 
hope of success before the courts has 
become remote, or whether some other 


policy should govern. In: making this 
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decision, several important factors must 
be given weight. First, the chances of 
final success or failure in continuing the 
litigation must be completely evaluated. 
But this is only one of the consider- 
ations. It is important to consider the 
effect of the decision in terms of the 
probable revenues involved therein and, 
also, in terms of the effect of the de- 
cision on other provisions of the law 
and in terms of its effect, generally, on 
the well-working of the revenue system. 
Often any such decision adverse to the 
Government’s position will involve sub- 
stantial dollar amounts in terms of total 
overall revenue as to various taxpayers. 
On the other hand, there must be 
weighed the benefits, both to the Gov- 
ernment and to the taxpayer, from 
prompt stabilization which will flow 
from accepting a court’s decision, even 
if adverse, which is clear-cut on its face 
and reasonably sound. 

Asking the Congress to fill the gap.— 
\t this point it is highly important that 
the relative desirability be weighed of 
pursuing the litigation to its ultimate 
on the one side and of seeking to get 
Congress to fill the gap on the other. 
Having suffered one or more defeats at 
an early stage of litigation on the point, 
and being convinced that the result is 
hurtful from the over-all revenue point 
of view, great benefits to the Govern- 
ment and taxpayer alike will be derived 
if recourse can be had to speedy legis- 
lation by Congress, as a substitute for 
the process of seeking a series of court 
decisions. 

Determination of a law point through 
the judicial processes, necessarily in- 
volves, first, a considerable delay before 
audit is finished and the case has gone 
through the administrative process to 
filing in the Tax Court, and second, 
pendency in the Tax Court for a period 
often exceeding 2 years while issues are 
being made up, evidence is being ad- 
duced, and the opinion prepared. 


Carrying out these policies 

We have asked ourselves what sug- 
gestions we might make to aid the Ser- 
vice in carrying out the foregoing basic 
principles and policies. The following 
are offered: 

Chief Counsel should be Presidential 
Office of the Chief 
Counsel of the Internal Revenue Ser- 


appointee.—The 


vice is one of the most important legal 
posts in the Federal Service. Traditional- 
ly, prior to the 1952 reorganization, it 


had been a post. for Presidential ap- 


pointment and confirmation by the Sen- 
ate. It has been filled by a long suc- 
cession of distinguished lawyers, in- 
cluding the late Justice Robert H. Jack- 
son of the United States Supreme Court. 
It is a post of severe and broad re- 
sponsibilities, including major policy 
responsibilities, with a large and im- 
portant legal staff in Washington and 
other legal staffs in branch offices 
throughout the country. 

It is most important to the public in- 
terest that there be attracted to this 
office each time it is vacant a lawyei 
of wide experience in active private 
practice, willing to be drawn for a pe- 
riod of service to public life. It is also 
in the public interest that there be 
rotation-in-ofice in this important pub- 
lic post to the same extent and for the 
reasons that there is rotation-in-ofhice 
of Cabinet and Sub-Cabinet posts and, 
for instance, in the posts of Commis- 
sioner of Internal Revenue and of Gen- 
eral Counsel of the Treasury, Assistants 
\ttorney General, Solicitor of the De- 
partment of Agriculture, etc. 

For these reasons, and to recognize the 
dignity and importance of the office in 
attracting to it from time to time from 
private practice able and willing in- 
cumbents, it is recommended that the 
Office of Chief Counsel of the Internal 
Revenue Service be returned to its for- 
mer status as a Presidential appoint- 
ment. 

Personnel salary classifications.—The 
Chief 
forded the opportunity to build up the 


Counsel's office should be af- 
quality, size and career incentive of its 
legal staff by a control of its own on 
the establishment of salary scales and 
job classifications on a basis of consider- 
able independence of Civil Service Com- 
mission restrictions and practices routine 
as to federal agencies. Compensation 
standards should reflect the technical 
and responsible nature of the work, and 
its importance to the federal govern- 
ment, and should be at least to a mild 
degree competitive with the compen- 
sation opportunities outside federal ser- 
vice open to tax lawyers. The Chief 
Counsel’s staff, as with other personnel 
groups in the Service, to an extent which 
is serious, is in the position of unwilling- 
ly serving as an expensive (to the govern- 
ment) training organization to supply 
tax lawyers to industry and the profes- 
sions. 

Need for special committee on litiga- 


tion policy.—The Committee notes with 


satisfaction that in the past year the 
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\ssistant 


the Service and the 


Attorney General of the Tax 


Counsel of 


Division have undertaken to consult fre- 
quently on these important matters of 
litigation policy. We feel that this type 
of liaison is necessary, and. altogether 
healthy. We would suggest that this ar- 
rangement’ be and 


perpetuated ex- 


tended. Consideration might well be 
eiven to the formation of a Group or 
Special Committee by the Chief Counsel, 
composed of several senior officials of 
the Service and Treasury Department as 
vell as one or more from the Chief 
Counsel’s staff. 

Need for early legislative decision on 


lé litigated 


so? issue s.—Consideration 
might also be given to machinery for the 
prompt drafting in the Treasury of pro- 
posed legislation covering those issues 
which require legislation, when a de- 
cision has been reached to abandon 
litigation. If preferential consideration 
should be given to attempting to secure 
necessary legislation, the policy decisions 
would be made easier. 

\ refusal of the Congress to do what 
the Treasury asks may indicate that the 
the 


jranch on the point; and 


legislative Branch disagrees with 


[Executive 


there is no question that the will of 


the Legislative Branch is what deter- 


minues the tax burden placed on each 
I ixpayer. 


dicate that the Treasury ought to cease 


Chat disagreement would in- 


its efforts to act on its own theory, since 
tax burdens are properly in the hands 
of the Legislative Branch, not in those 
Treasury or of the courts. 

We fully 


situations in which the reason why the 


of the 


recognize that there are 


the 
lreasury’s will into law in such a mat- 


Congress refrains from enacting 


ter is merely that the Congress is at 


the time too busy to give attention, 
or that the Congress feels that the point 
in question is one that is so difficult 
that it should be solved gradually by a 
multiplicity of court decisions notwith- 
standing the 


consequent delay as to 


finality. Thus it certainly cannot be said 
that every doubtful point can be solved 
merely by going to the Congress. ‘There 
doubtful 
points which can be handled by ascer- 


ire, however, many of the 
taining the will of the Congress, thus 
contributing to the well-being of the 
system. 

Perhaps one reason why the Theasury 
does not go to Congress as often as it 
should is that the Treasury has found 
out by long experience that it can suc- 
ceed in court on many points of law 


which it desires to establish, even though 
the Treasury knows the Congress might 
not agree with the policy suggested by 
the Treasury. In some cases the Con- 
gress has had to nullify the decisions of 
courts which the Treasury had secured 
in this way. 
Possible 


mittee on 


the 


Ways and Means.—It may 


subcommittee of Com- 
well be that Congress might usefully co- 
operate in helping the Treasury to get 
away from too heavy a reliance on the 
courts for the filling of gaps. Perhaps 
the Ways and Means Committee might, 
with this in view, establish a special 
Group or Subcommittee to consider, 
apart from any more general revenue 
bill, 
ments proposed by the Treasury after 
the 


recommended technical amend- 


Government has decided, on the 


particular point that it has lost in court, 
sustain it by 


to abandon efforts to 


further litigation. Some Congressional 
action of this type may go a long way 
toward eliminating unnecessary litiga- 
tion and consequent lack of finality. 
Acceptance of Courts of Appeals de- 
cisions.—It has been suggested that a 
rule be adopted to the effect that, after 


two Federal Courts of Appeals have de- 


cided a_ particular issue against the 
Government, the Government should 
abandon the issue and _ publicly an- 


nounce a change in its position. The 
Group does not at present favor such 
an arbitrary rule of thumb. In some 
instances, a single decision, whether by 
the Tax Court or by a single Circuit 
Court of Appeals, may be sufficiently 
clear, reasonable and free from doubt, 
as to justify a change in the Treasury's 
position. In others, the issue may be so 
difficult or borderline and the decision 


below so doubtful as to deserve the 


consideration by several courts. 

Any arbitrary rule of this type, while 
easier to administer, it seems to us would 
give a wrong answer in certain situa- 
tions. Thus, it sometimes occurs that 
the Government has appeals pending in 
several circuits at the same time in- 
volving the same issues: it would cer- 
tainly be unwise, after two circuits have 
decided adversely to the Government, 


to dismiss cases on appeal in other cir- 


cuits which may have already been 
briefed or argued. 
Because the cases should be rare in 


which litigation ought to be continued 
after two or more Courts of Appeals 
have refused to follow the Government’s 
contention, we would like to explore 
further another suggestion which has 
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been made, The suggestion is that such 
a situation should, as a matter of fixed 
rule, be submitted to the top adminis- 
trative authorities for decision, and un- 
that 
litigation shall continue, the Treasury 


less those top authorities decide 
shall give up on the point, so far as 
relying on the courts to establish it is 
concerned. 

litigation 


Conflicts in policy.—In- 


stances have been called to our attention 


in which points have been litigated 
which are contrary to the Commis- 


sioner’s announced policies of construc- 
tion on such points. While these in- 
the 
that such instances may increase due to 


stances are few in number, threat 


decentralization presents a hazard which 
the 
uniform application of the revenue laws 


should be avoided in interest of 
and of cutting down litigation. 

Under the present practice, in cases 
the In- 
ternal Revenue may submit an inquiry 


of doubt, District Director of 
to Washington, seeking clarification of 
policy on a particular point. The tax- 
payer has no right of appeal to Wash- 
ington in such case. Elsewhere in this 
report it is suggested that consideration 
be given to according to taxpayers a 
right of recourse to the Washington of- 
fice in certain restricted situations. The 
adoption of this plan would help to 
cut down the number of pending cases 
and the number of tax questions in liti- 
gation. 

We the 
policy in the Chief Counsel's Office not 


are advised that it is firm 


to press litigation on points contrary to 


constructions of the law which have 
been adopted in the central office in 
Washington. We are also advised that 
accorded of briefs 
Thus all 


filed with the Tax Court are not only re- 


careful reviews are 


in the Tax Court. briefs 
viewed in the Regional Office but are 
also reviewed in the Office of the Chief 
Counsel in Washington. It is the present 
policy that if any such brief, filed or 
to be filed with the Tax Court, presents 
arguments contrary to policy, corrective 
measures will be taken. 

While the Group feels that this pro- 
cedure is entirely salutary and proper, 
nevertheless, as above stated, instances 
have arisen in which conferees and at- 
torneys have urged points contrary to 
announced policy, and deficiencies have 
been asserted in 90-day letters contrary 
to such policies. We therefore believe 
that limited rights of appeal to Wash- 
ington, by way of “certiorari” may be 
helpful in avoiding such instances in 
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the future and assist in the maintenance 

of the necessary national uniformity in 

the administration of the tax laws. 
Backlog of Tax 


Tax Court litigation is a 


Court cases.—This 
increase in 
matter of serious concern and points to 
the need of reducing, through proper 
settlement procedures, the number of 
cases finding their way into court. 

The delay in Tax Court litigation is 
not only hurtful to the Government and 
to the taxpayer involved in the particu- 
lar litigation, but buried in the mass 
of cases now pending in the Tax Court 
are cases involving issues of general 
application and importance in their ef- 
fect on many taxpayers. Prompter dis- 
position of these important cases is of 
the utmost importance. 

[The Group has considered this prob- 
lem of speeding up Tax Court produc- 
tion briefly and very generally and has 


discussed the matters in a general way 
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with the Chief Counsel, who is likewise 
concerned, and with members of the 
T'ax Court itself. No affirmative recom- 
mendations are made at this time but 
the Group urges further and continued 
study of the problem including a con- 
sideration of the following: 

(i) A 


sioners. 


more liberal use of Commis- 

(ii) Enlarging the personnel of the 
Court. 

(iii) The employment of additional 
law clerks, including law clerks who will 
attend the Judge in his trial of cases. 

(iv) An examination into the wider 
use of pretrial conferences. 

(v) The possibility that a larger num- 
ber of simple cases shall be decided 
from the Bench. 

(vi) More vigorous effort on the part 
of the Service to work out settlements of 
the 357 Section 722 cases pending in 
the Tax Court. 


Practitioners criticize 30-day and 


90-day letters as vague and non-specific 


_ rAXPAYER as a litigant bears a 
heavy handicap in that he must 
prove the Commissioner’s position in 
error (except of course for fraud and a 
few special situations). His position is al- 
most impossible when he does not know 
precisely why the Commissioner is mak- 
ing an adjustment. Supposedly he is 
given this information by the 30-day or 
90-day That 


sometimes so brief and vague as to be 


letters. these letters are 


meaningless has been the plaint of 
practitioners in some areas. 

An Oakland, California attorney, Mil- 
ton W. 


has been having a great deal of diffi- 


Dobrzensky, tells us that he 


culty lately with the audit section in 


San Francisco, which is sending out 
30-day letters which do not explain the 
basis for the proposed determination 
and also having similar difficulty with 
90-day letters. 

“We have 


twice on motions with respect to 90-day 


been in the Tax Court 


letters which thus explain the disallow- 
ance of a loss deduction: ‘Disallowed by 
reason of the applicable provisions of 
1939.’ 
Thus, they literally ‘threw the book’ at 


the Internal Revenue Code of 
the taxpayer. . 
“The Commissioner’s regulations re- 
lating to bureau records and procedure 
are set out in Regulations (Part 601, 


litle 26 of the Code of Federal Regu- 
lations). They talk a great deal about 
due process of law. It strikes me, if 
there was a genuine intent to afford the 
taxpayer due process of law in all cases, 
that both the 30-day letter and the 90- 
day letter, would explain the basis, 
whether legal or factual, of any deter- 


mination or 


proposed determination. 


The taxpayer, if he filed a_ protest, 
would then be in a position to make the 
specific objections which the rules re- 
quire and if he were dealing with a 90- 
day letter and went to the Tax Court, 
would have a more definite notion of 
what burden of proof he had to sustain. 

“Here is an example of what is done, 
and what should be done: Suppose on 
the audit of A’s income tax return for 
1956 the agent has reduced a deduction 
for depreciation on a building from 
$3,000.00, as claimed, to $2,000.00. The 
agent’s report is likely to state merely 
that ‘depreciation on rental real proper- 
ty, 12th and K Street, is reduced to 
$2,000.00.’ This tells the taxpayer what 
was proposed to be done, but not why. 

“But, if the report continued to state 
that: “Taxpayer purchased land and 
buildings in 1955 for a total price of 
$75,000.00, and allocated $30,000.00 of 
this $75,000.00 to cost of building and 
determined useful life of building to 


be 10 years; agent has reduced allocated 
cost of building to $20,000.00 because 

and determined useful life 
of building to be 20 


years because 


erin ei a's »» 
would tell the taxpayer why it was pro- 
posed to reduce the depreciation from 
$3,000.00 to $2,000.00. On this _ basis 
it would make it possible for the tax- 
payer to file a protest in which he could 
point out specifically his objections to 


the proposed determination. 

“The Commissioner's Regulations 

state this important principle of law: 

An exaction by the United States 
Government which is not based upon 
law, statutory or otherwise, is a taking 
of property without due process of law, 
in violation of the Fifth Amendment 
to the United States Constitution.’ 

“Regulation §601.105(d) thirty-day let- 
ters; . . . (2) provides that ‘.. . The dis- 
trict director sends to the taxpayer a 
preliminary or ‘30-day letter.’ This is a 
form letter which states the determina- 
tion proposed to be made. It is accom- 
panied by a copy of the examining 
agent’s report explaining the basis of the 
proposed determination 

“Note that §601.105(d)(2) says that the 
form letter (i.e., the 30-day letter) states 
the determination proposed to be made 
and that it is accompanied by the ex- 
amining agent’s report explaining the 
basis of the proposed determination. 
These are two different things: 

1. a statement of the proposed de- 
termination; and 

2. an explanation of the basis of the 
proposed determination. 

“It is clear from the foregoing that 
a 30-day letter should do two (2) things: 
First, tell the taxpayer what is proposed 
to be determined and second, explain 
why this is proposed to be done. If the 
taxpayer is told what is proposed to be 
done and why, he will then understand 
the adjustment in tax liability that is 
proposed to be made. 

“IT have addressed the Commissioner 
on this subject, suggesting that his pro- 
cedural regulations be amended so as 
to actually afford the taxpayer due pro- 
cess of law by making sure that both 
the 30 and the 90-day letters explain 
the legal and factual bases for the de- 
terminations involved, whether actual 
or proposed. 

“Also, I think that the regulations 
with respect to hearings upon protest 
following 30-day letters need to be tuned 
up quite considerably 
§$601.106(f)(2)). 


(Regulations 


These regulations state 
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that ‘““The conferee in his conclusions of 
fact or application of the law shall hew 
to the law and the recognized standards 
of legal construction.” 

“I feel that the first thing the con- 
feree should do in a hearing is to set 
down and separately state and number 
all issues involved on_ the protest 
whether they be issues of fact or law. 

“The 


that in his “conclusions of fact or appli- 


Regulations tell the conferee 


cation of the law” he shall hew to the 


law. Why not have regulations that 
require that he prepare his conclusions 
of law and conclusions of fact after the 
conference has been concluded, that he 
furnish copies thereof to the taxpayer 
and that if the matter is not disposed 
of following the hearing on the protest 
that these findings of fact and conclu- 
sions of law be incorporated in the 90- 
day letter, thus to advise the taxpayer 
of the legal and factual bases of the 
determination?” * 


IRS should use information returns 


or abolish them 


( )' R COLLEAGUE, Peter G. Dirr, as a 

tax executive (he is with McKesson 
& Robbins) was much disturbed when 
he read in the recent Mills Committee 
hearings on administration of the In- 
ternal Revenue Service that few of the 
voluminous information returns filed by 
business are used by the IRS. He sent us 
a letter he wrote recently to Congress- 
man James on this subject. As you might 
suspect, Mr. Dirr would look kindly on 
the idea of abolishing the whole ex- 


pensive system of information returns. 
And, you might also suspect, the Service 
would prefer to keep the system and 
try to use it to catch the cheaters. The 
\dvisory Group of Practitioners brought 
suggestion of 


up the using electronic 


equipment. 


What the IRS does now 

[he present procedure was explained 
at the January 25 hearing before the 
House Subcommittee of the Committee 
The 


were Congressman James, Commissioner 


on Appropriations. participants 
Harrington and Assistant Commissioner 
Stowe. 

Vr. James: Mr. Commissioner, earlier 
in the day we were discussing the multi- 
tude of operations in the Internal Rev- 
enue Service. Among other things, we 
spoke of the enormous amount of work 
which is involved in matching reports 
of employers and employees. Is that 
matching process carried further, for 
example, into matching dividends and 
interest reported by taxpayers and the 
reports of the dividends and _ interest 
paid to them by corporations or others? 

Mr. The Mr. 


James, is “Yes,” but it is only done on 


Stowe: direct answer, 
a partial basis. 
Mr. Stowe: In other words, we are not 


able to match and relate all of the in- 
formation documents with all of the tax 
returns and then process them in terms 
of comparing the amount of income 
reported on the information document, 
1099, 


that type of income reported. We have 


such as the with the amount of 
a program going at the present time in 
which by a selective process we are mak- 
ing a special audit of some 350,000 re- 
turns with which we have matched those 
1099’s and 


determine 


information documents, the 


comparable forms, to just 
what percentage of leakage there is, and 
in what areas, income categories, pro- 
that 


sort, which are involved, in order that 


fessional areas, or other things of 


we may know how to better select the 


returns which we should classify for 


examination. 
Mr. James: But that does not bring 


you down to the individual. That brings 


you down into a characteristic group; 


does it not? 
Mr. Stowe: Well, first, sir, 


directly to the individual because out 


it brings it 


of those returns selected with which the 
information documents are matched we 
have a direct contact with the taxpayer 
to determine that that particular in- 
dividual has reported the income which 
is reflected on the information docu- 
ments filed by the payers. 

Mr. James: But in the circumstances, 
that is only partly possible. I could not 
conceive of it being fully possible to 
match up all of your taxpayers’ reports 
with reports of what they received; so 


that in a sense that causes fish to be 
made of some and flesh to be made of 
others; does it not? 

Mr. 


yes, sir. 


Stowe: In a sense that is true; 


Mr. James: You have the means, do 
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you not, to match all of them. 

Mr. Harrington: No. 

Mr. Stowe: We have the documents. 
We just do not have the force. 


Abolish information returns? 


This is how Mr. Dirr summed up his 
reaction — in his letter to Congressman 
James: 

“I have, for a long time, felt that the 
Ways and Means Committee ought to 
consider whether the expense presently 
incurred by business in preparing mil- 
and information re- 
turns for dividends and other payments 


lions millions of 
is, in fact, necessary or justified when 
one such 
forms are put. The number of informa- 


tion returns actually matched to tax- 


considers the use to which 


payer reports is infinitesimal in relation 
to the total number required to be pre- 
pared under the Code. 

“I have seen many returns examined 
by Revenue Agents who take the posi- 
tion that the taxpayer should be made 
to prove that the dividends reperted 
by him on his return are correct and 
that none were omitted. Here, then, is 
a double imposition. In the first in- 
stance, the disbursing corporation being 
required to file. information returns 
which the Government does not use and 
in the instance, the 


second taxpayer 


being required to use his time and 
effort, and in some cases expense is in- 
volved, in order to substantiate a figure 
itself has the 


which the Government 


means of substantiating.” 


Practitioners’ suggestion 


The Advisory Group of Practitioners 
appointed to assist the Mills Subcom- 
mittee said this of the problem in their 
preliminary report: 

Under the present Internal Revenue 
Code, taxpayers must file certain in- 
formation returns with respect to pay- 
ments of various kinds made by them. 
The basic purpose of such information 
returns is to identify items and character 
of income received by the payees. These 
returns are required to be sent by the 
payors to several processing centers 
throughout the United States. One of 
these centers, for example, might re- 
ceive annually approximately 250 mil- 
lion information returns. The Advisory 
Group has been informed that at the 
present time mechanical tabulating 
equipment is being used to process these 
but that the ef- 


fectiveness thereby obtained is limited. 


information returns, 


We have also been informed that studies 
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have been initiated with respect to the 


possible application of modern elec- 
tronic accounting and tabulating equip- 


ment to accept, correlate and allocate 


the income data obtained from the in- 


formation returns. Conceivably, the use 


of high-speed electronic equipment 


might make it possible to effect a re- 


distribution of such income informa- 


tion on a more eflective basis than is 


While the 


well as 


wow done. cost of studies in 


this area, as the cost of the 


equipment itself, might initially seem 


large, the Group believes that a furthei 


study might reveal the possibility of 


revenue recovery far in excess of the 


investment required. 
[t must be recognized that the prob- 


lem of recor 's control and utilization 


encountered by the Service is much 


greater than éven the largest of business 
organizations, most of which have been 
quick to undertake both the study and 


application of electronic accounting 


equipment. 


The Advisory Group has also con- 





No lien on policies of taxpayer out- 


side U. 8. fled the United 


States after being convicted of tax eva- 


laxpaye 
sion. The Government sought to impress 
a lien for payment of the tax against the 
cash surrender value of certain life in- 
surance policies which taxpayer owned 
(taxpayer had permitted the policies to 
lapse for non-payment of premiums, but 
continue insur- 


they as paid-up term 


ance); the court refused to permit this. 
The taxpayer had not made a demand 
for the cash surrender value of the 
policies. Only this would have put the 
insurance company in the position ot 
holding a property right of the taxpayer 
which could be levied upon. Real estate 
of the taxpayer could be levied upon. 
Gilmore, DC W. Vir., 1/14/57. 

Tax Court has no power to vacate its 
own final decision; it is not a court. 


When taxpayer failed to file a petition 


for review of a Tax Court decision 
within three months after it was ren- 
dered, the decision became final and 
appeal could not be taken. The Tax 


Court thereafter vacated its decision on 


the ground of excusable negiect and 


rendered a second decision to the same 
the first. 


effect as Taxpayer appealed 


that decision. The circuit court held it 


had no jurisdiction because the second 
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sidered the problem created by the 
multiplicity of information returns re 
quired by statute and regulations. Some 
attempts have been made to minimize 
this situation at various times in the 
past. In 1955, for example, a bill was 
introduced to eliminate quarterly re- 
turns of wages paid by employers. 

Too many information returns can 
represent not only a major administra- 
tive waste of funds that could be used 
for direct tax enforcement, but a source 
of serious taxpayer harassment and 
exasperation. We are not finding as a 
fact that such a problem does exist, but 
we do state the well known fact that a 
mass and variety of such returns are re- 
We think 


formation return form should be listed, 


quired. every separate in- 
together with the justification and pro- 
vision of law calling for it, and that the 
necessity for and utility of each par- 
ticular return should be objectively re- 
We do 


task for a group such as this Advisory 


viewed. not believe this is a 


Group. 


decision, the one being appealed, was 


invalid. The Tax Court, it said, is not 
a court but an administrative agency 
and therefore lacks the power of a 
court to vacate its own decision after 
it has become. final. The court noted 
this decision was contrary to Reo 
Motors, 219 F2d 610 (CA-6), which 
treated the Tax Court as having the 
inherent powers of a court. The 


Supreme Court afhrms. [See comment 
page 000. Ed.| Lasky, Sp. Ct. 


Amended return filed after due date 
ineffective without consent. Taxpayer 
paid a federal tax assessment in 1949 


and deducted interest paid. Upon 
suit for refund, re recovered the _ in- 
terest in 1951. He did not include the 
interest as income in 1951. Instead he 
filed an amended return for 1949, 
omitting the interest deduction. At issue 
here is the 1951 return in which the 
Commissioner included the refund as 
income. The district court held that 
the Commissioner was correct; the de- 


duction in 1949 was proper, and there 
is no statutory provision for amended 
returns. This court affirms. Klinghamer, 
CA-10, 2/23/57. 


Tax Court proceeding suspends limita- 
tion on entire deficiency including part 


undisputed. A portion of the deficiency 
assessed against taxpayer as_ transferee 
of a corporation was due to standard 
issue adjustments, and the balance of 
the deficiency related to excess profits 
tax relief. Taxpayer argued that the 
standard issue adjustments were barred 
because no error was assigned to them 
and the tax court proceedings could not 
therefore act to suspend the statute of 
that the 
The court holds that it had 


jurisdiction over the entire deficiency 


limitations as to portion of 


deficiency. 


including the undisputed part and_ the 


statute of limitations was suspended 
during pendency of the proceeding. ‘The 
court also denies claimed excess profits 
tax relief under Sections 721 and 722(b) 


(4). White, 28 TC No. 25. 


Waiver Form 870, executed prior to 
(old 
Treasury 


deficiency notice, invalid law). 


Taxpayer executed a Form 
870 (waiving restrictions on assessment) 
for the year 1946 and mailed it to the 
months later the 


Commissioner. ‘Two 


Commissioner “assessed” additional 


taxes, but a statutory notice of de- 


ficiency was never issued. The Govern- 
ment brought this action to collect the 
unpaid 1946 tax. The court follows de- 
cisions in the Ninth Circuit holding that 
a premature Form 870 is invalid. [1954 
Code Section 6213(d) provides that a 
waiver of restrictions on the assessment 
and collection of deficiencies is valid 
whether filed before or after the issue of 
a notice of deficiency. Ed.) Not having 
Govern 


\riz., 


made proper assessment, the 
ment cannot bring suit. Price, DC 


1/10/57. 


Deficiencies from disallowance of “hobby 


losses” will bear interest. Under the 
hobby loss provision of the Code, if a 
taxpayer has losses from a venture of 
over $50,000 per year for each of five 
years, the taxes for those years are re- 
computed allowing him only $50,000 
plus the gross income of the venture. 
The IRS rules that 
be assessed on 


Rul. 57-179. 


will 


Rev. 


interest at 6° 


such deficiencies. 


Deficiency includes penalties. A tax de- 
ficiency is held to include both the liabil- 
ity and any penalties imposed. In this 
case the Commissioner’s penalty assess- 
ment was larger than the separate over- 
assessment of the liability for the same 
The 
ficiency resulted and the tax court has 
jurisdiction. Myers, Sr. 28 TC No. 2. 


year. court holds that a net de- 
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Source of sales income 


Foreign aspects of taxation © 37 
years 1948, 1949, and 1950 because: 
l. it purchased products in the 





is determined by 


where title to property passes 


1? portant question to those planning or operating a new corporation engaged 
g g gag 


by WALTER A. SLOWINSKI 


] 


national trade is the taxing of foreign-source income. Mr. Slowinski, partne? 


) Chicago end Washington firm of Baker, McKenzie & Hightower, here offers 


50 nteresting comments on the recent American Food Products Corporation 


handed down by the Tax Court, which, he points out, clarifies this matter. 


R ECENT JUDICIAL developments have 
XV substantially clarified the taxing of 


foreign-source income of Western 


Hemisphere trade corporations and 


orporations. 


[The Tax Court in American Food 
Pre s Corporation’ has now re- 
afirmed the “passage of title” doctrine 
at the Commissioner's insistence. Since 


the facts of this case involve a Western 


Hemisphere trade corporation, ques- 


tions may arise as to whether the Tax 
Court’s reasoning and conclusions apply 
as well in determining the source of in- 
come of foreign corporations engaged 
personal property 


in the purchase of 


within the United States and its sale 
abroad. The Second Circuit Court of 
\ppeals’ opinion in  Balanovski_ v. 
Unit States? confirms the thinking of 
those who feel foreign corporations, 
foreign partnerships, and Western 


Hemisphere trade corporations should 


be treated exactly alike in determining 


source of income. The Commissioner, 
by his arguments in American Food 
Products Corporation and Balanovski, 
contributes his support to this principle 


of equal treatment. 
hese 


encourage the planning and operation 


developments should serve to 


of new corporations in international 


trade. They should bring some certainty 


and finality to the “source of income” 


question, 
law of sales as well as taxation. Only 


essentially a problem in the 


with such clarification and assurances 


Balanovshi 


American Food Products Corpora 


as those contained in the 
and 
tion decisions can American business- 
men effectively plan and carry out the 
United States foreign economic policy 
of increasing the flow of private invest- 
ment capital abroad. 

Food Products Corpo 


lax Court convincingly re- 


In American 
ration, the 
afhrmed the “passage of title’ doctrine 
in the qualification of a Western Hemi- 
sphere trade corporation. Earlier this 
year, the Supreme Court in Balanovski 
denied certiorari in a similar case, re- 
asserting the “passage of title” rule in 
taxir 


ig the income of a foreign partner- 


ship which purchased goods in the 
United States and sold them abroad (al 
though title passed in the United States). 
Both these cases should have far-reach- 
ing effect for tax purposes in bringing 
finality to the somewhat muddled field 
of “source of income.” 

In American Food Products Corpo- 
ration, reviewed by the Tax Court with- 


Rice that 


may be 


out dissent, Judge stated 


whatever criticism directed 
against the “passage of title” test, the 
court could find “no sound reason” to 


reject’ the well-entrenched and_long- 
accepted doctrine for purposes of de- 
termining the source of income. 

This case involved a claim by the tax- 
payer that 95%, of its gross income was 
derived from sources outside the U. S. 
and it qualified as a Western Hemi- 
during the 


sphere trade corporation 


United States and sold them exclusively 


outside the United States but in the 
Western Hemisphere; 

2. its purchasers were residents of a 
South 


3. the funds which paid for the goods 


American country; 
came from South America, and 

1. the taxpayer maintained offices and 
agents in South America to solicit the 


orders and conduct advertising and 


marketing research. 
The 
called 


Commissioner ignored the so- 


“activities” test which centers 
about the question of where the income- 
generating activities took place. In op- 
position, he argued the courts have con- 


held 


come from the sale of personal property 


sistently that the source of in- 


is determined by the situs of the sale; 


and that the situs of sale is determined 
by where title to the property passed 
from the seller to the purchaser. 
for the Com- 


In deciding the case 


missioner, the Tax Court agreed the 


courts have consistently held in inter- 


preting Section 119 (now Section 861, 
1954 Code) that income is derived from 
the actual sale of the property; that the 
28 TC No. 3, April 12, 1957. 

36 F2d 298 (2d Cir. 1956), cert. den. 352 U.S. 


968 (Jan. 14, 1957), rehearing denied, Feb. 25, 
1957. 








Harvard Study on Basing 
Business Abroad Published 


THe INTERNATIONAL PROGRAM in 
Taxation of the Harvard Law School 
has just published a study of “Tax 
Factors in Basing International Busi- 

Abroad,” $5.00) 


ness (178 
which was prepared by William J. 


pages, 


Gibbons with the cooperation of 


correspondents in the major “tax 
haven” countries who helped him in 
the discussion of the tax, corporation 
and exchange control laws of thirteen 
representative base countries. Mr. 
Gibbons is now the Caracas partner 
of the Chicago firm of Baker, Mc- 
Kenzie & Hightower, which is associ- 
with the’ firm of 


ated in Caracas 


Ramon Diaz and Asociados. 

Our May issue carried an article 
drawn from material developed in 
this study and originally published 
in the May, 1956 issue of the Harvard 
Law Review. Our 
the author of the article did not men- 


identification of 


tion Mr. Gibbons’ connec- 


tions or the publication of the book. 


present 


We regret the omissions. 














we. ¢ 
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sale occurs when beneficial ownership 
and title to the goods passes to the pur- 
chaser, and that it is the situs of that 
event which determines where the sale 
takes place. The Tax Court was satisfied 
that Congress was ‘fully aware” of the 
title”’ 
ceptance by the courts when it enacted 
Section 119. 

This is 


“passage of test and of its ac- 


welcome and _ significant 
language in the light of a somewhat re- 
cent notice by National Headquarters of 
the Service to its field offices which in- 
dicated a possible modification of the 
Commissioner’s published decision to 
follow the courts in adhering to the 
“passage of title’”’ rule. 

First, a short summary of background 
GCM 25131,3 the 
reversed 17-year-old 
position in GCM 8594,4 and announced 


developments: In 
Commissioner his 
the adoption of the “general rule” that 
“a sale is consummated at the place 
where the seller surrenders all his right, 
title and interest to the buyer.” How- 
ever, he noted it would not apply where 
a sales transaction was arranged in a 
particular manner for the “primary pur- 
pose” of tax avoidance, citing Kaspare 
Cohn, Inc.,® a case in which the foreign 
than its 
transactions, was disregarded as a sham 


corporate entity itself, rather 


and a fiction. In such cases he directed 


that other factors be considered, such as 


July 1957 


(1) the negotiations, (2) the execution of 
the agreement, (3) the location of the 
property, and (4) the place of payment, 
to determine where the substance of the 
sale occurred. 

None of the exceptions noted in 
GCM 25131 appears to have been ap- 
plied in cases decided during the period 
from 1947 to 1956, but on March 26, 
1956, the Service issued IR-Circular No. 
56-27 to all field offices, indicating a new 
program of abandoning the “passage of 
title” doctrine and applying the excep- 
tions in GCM 25131 in certain cases of 
alleged tax-saving schemes where income 
is derived from the purchase of mer- 
chandise in the United States and 
sale abroad.6 The new IR-Circular was 


its 


designed to collect revenue from resi- 


dent foreign corporations and from 
Western Hemisphere trade corporations 
engaged in exporting from the United 
States where the corporations: 

1. have 


United States; 


no employees ‘ outside the 

2. have no registered offices outside 
the United States; and 

3. have no stocks of goods abroad. 

In such cases, possibly unique ex- 
amples of alleged tax avoidance, agents 
were instructed to ignore the “passage 
of title” doctrine and apply the excep- 
tions in GCM 25131. 

The 


interpretation of IR-Circular 





The first systematic study of tax 


TAX FACTORS IN BASING 
INTERNATIONAL BUSINESS ABROAD 


Prepared by William J. Gibbons 
for the Harvard Law School 
International Program in Taxation 





considerations in conducting for- 
eign business through holding or 
trading subsidiaries based in coun- 
tries that do not tax foreign- 
source income. ; 
Part I analyzes USS. 


tax laws 





of thirteen representative “base” 


DESCRIBED IN THE BOOK 


the Bahamas 


affecti age Rote ; Bermuda Antilles 
affecting these “base” companies Canndea Paneia 

: . A a 
and points out their advantages Haiti Switzerland 
and the pitfalls they may en- Liberia Tangier 
counter. ® 4 
Pp: er ae Liechtenstein Uruguay 
art II describes the tax, Corpote- | 5 aweeshesn Venesnela 
tion, and exchange control laws : 6 


“BASE” COUNTRIES 


the Netherlands 








countries. 


178 pages 





$5.00 


INTERNATIONAL PROGRAM IN TAXATION 
KENDALL HOUSE, HARVARD LAW SCHOOL 
CAMBRIDGE 38, MASSACHUSETTS 


(Checks payable to: Harvard University) 


Just published 








No. 56-27 in the field has perhaps led 
to attempted disqualification of bona 
fide Western Hemisphere trade corpo- 
rations and an asserted tax on the in- 
come of certain foreign corporations 
without a careful analysis of the IR- 
Circular and a thorough study of the 
decisions of the courts. Obviously, the 
tax-saving motive is an element in the 
creation of all Western Hemi- 
sphere trade corporations and in the 


almost 


formation of foreign subsidiaries by 
United States corporations interested 
in investing risk capital abroad. This 
is a far cry from a determination by a 
field agent that the creation of such 
corporations is for the “primary purpose 
of tax avoidance.” 

The courts have been careful in de- 
termining “principal purpose” as demon- 
strated in decisions involving old Sec- 
tion 129 (now Section 269 of the 1954 
the 
“principal purpose” and “primary pur- 


Code).7 The similarity of words 
pose” strongly indicates the courts would 
be equally careful about construing the 
term “primary purpose” strictly against 
the taxpayer. A primary purpose must 
exceed in importance any other purpose 
(or possibly a combination of business 
purposes). The Commissioner, by his 
regulations under the 1939 Code, agreed 
a determination of principal purpose re- 
quired “a scrutiny of the entire circum- 
stances in which the transaction or 
course of conduct occurred.” 

the 


does not appear in the Code in relation 


Since term “primary purpose” 


to the problem involved in GCM 25131, 
it would be incumbent on the Commis- 
sioner to show that his ruling involving 
“primary purpose” has some foundation 
in the statute or its legislative history. 
In Kaspare Cohn, Inc., supra, the case 
GCM 25131, the 
found that the Canadian corporation 


cited in Tax Court 
was organized as a sham for the sole 
purpose of selling in Canada the stock 
of two United States utilities to another 
United States company without payment 
of United States taxes. No business ac- 
tivities of any kind were conducted by 
the dummy corporation. No determina- 
tion was ever made as to where the sale 
of the stock occurred and the “passage 
of title” doctrine was not involved. No 
business purpose, other than tax avoid- 
ance or evasion, was involved. 


*Cum. Bull. 1947-2, 85. 
‘ITX-2 Cum. Bull. 354 (1930). 
5°35 BTA 646. 


®See Baker and Meek, Tax Problems of Doing 
Business Abroad; Some Practical Considerations, 
January 1957, Wisconsin Law Review. 
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On the other hand, the creation and 
operation of bona fide Western Hemi- 
sphere trade corporations and foreign 
for the United 
States goods abroad (and the passage of 


corporations sale of 
title to goods abroad) are based on 
abundant practical business reasons. A 
determination of tax avoidance as a 
“primary purpose” would be difficult to 
sustain in view of the general principle 
of IT 37578 
domestic corporation to carry on the 
Western Hemisphere 
(othe: than in the United States) of an 
existing corporation does not constitute 


that the creation of a new 


business in the 


tax avoidance within the meaning of 
129 269, 1954 
Code), even though the new corporation 


Section (now Section 
was created for the principal purpose of 
gaining the benefits provided by the 
first exception in Section 15(b) of the 
i939 Code relating to the exemption 
the 
trade 


Western 
To 


Commis- 


from surtax in case of 


Hemisphere corporations. 


avoid any conflict with the 


sioner as to bona fide activities outside 
the United States, many such corpora- 
tions negotiate their contracts abroad, 


accept the orders abroad and make col- 


lections abroad, but the real test is 
still “Where does title pass?” 
Unless the Commissioner can prove 


that a Western Hemisphere trade corpo- 
ration or a foreign corporation is actu- 
ally a sham designed principally and 
primarily to avoid the payment of taxes, 
the courts will continue to apply the 
title” 
income. 


“passage of test to determine 


source of 
discussion 


For purposes of 


the 


only, 


assume Commissioner could vacil- 


late from the general rule in GCM 
25131 to the exceptions and apply all 
or some of the four factors noted earlier 
to prove where a sale is made. How 
would the courts receive such arguments 
how 


and have they ruled with con- 


sistency in earlier test cases? 

1. Regarding the place of negotiations 
as a factor, the courts have held it to be 
without significance in determining the 
source of income. East Coast Oil Co., 
§.A., 85 F.2d 322, (5th Cir. 1936), cert. 
denied, 299 U.S. 608; Ronrico Corp., 
14 BTA 1130, acq. 1944 Cum. Bull. 24 
(mentioning only a few leading cases 
in point); 

2. The courts have likewise discarded 
as a factor the place of the execution of 
the agreement in determining where the 
sale took place. The Exolon Company, 
45 BTA 844, acq. 1947-2 Cum. Bull. 2; 
American Food Products Corporation, 


supra; (East Coast Oil Co. and Ronrico 
also substantiate this point); 

3. The location of the property at 
the time of the sale has been held by 
the Supreme Court to be without sig- 
nificance as early as Compania General 
de Tabacos de Filipinas, 279 U.S. 306. 
The argument that a Western Hemi- 
sphere trade corporation or a foreign 
corporation must have a stock of goods 
physically located outside the United 
States to qualify the income from its 
sale as being from foreign sources has 
no foundation either in the law of sales 
or in the law of taxation. 

4. The place of payment has also 
been held to be irrelevant to the ques- 
tion of where the sale was made. Last 
Coast Oil Co., supra; Exolon Company, 
supra; Piedras Negras Broadcasting Co., 
127 F.2d 260 (5th Cir. 1942); Ardbern 
Co., Ltd. 120 F.2d 424 (4th Cir. 1941). 
In the intricate international economy 
of modern times, the place of payment, 
in terms of where the money changes 
hands, may be impossible to determine. 

Section 862(a)(6) specifically defines 
income from sources without the United 


States to include “gains, profits, and in- 


New foreign ( 


Foreign aspects of taxation + 39 


come derived from the purchase of 
personal property within the United 
States and its sale without the United 
States.” The proposed regulations under 
Section 1.861-7 drafted to 
include a more detailed explanation of 


have been 
how to determine the country in which 
personal property is sold. Emphasis has 
been placed, as it should be, on the in- 
tention of the parties and “the place 
where substance of sale occurred.” 

As noted in the Second Circuit Court 
of Appeals’ opinion in Balanovski, no 
suitable substitute to the “passage of 
title” doctrine providing an adequate 
degree of certainty has been proposed. 
Vague “substance of transaction” 
difficult 
(almost impossible) for corporations en- 
gaged in international trade to plan 
their operations with any tax certainty. 
The American Institute Income 
Tax Project arrived at the same conclu- 
sion in its February 1954 Draft.9 


the 


criteria would make it more 


Law 


7 Alcorn Wholesale Co., 16 TC 75, aeqg. 1951-2 
Cum. Bull. Berland’s, Inc., 16 182, acq. 
1951-2 Cum. Bull. 1; Comm’r v. Chelsea Products, 
Inc., 197 F2d 620 (3d Cir. 1952). 

“1945 Cum. Bull. 200. 

* ALi Fed. Income Tax Statute, Feb. 1954 Draft, 
vol 2, § 906(c), and comment at p. 483. 





“Royalties” to nonresident alien were 
nontaxable compensation for services 
outside U. S. Taxpayer, a Swiss chemist, 
with the aid of a Swiss company in- 
vented methods for producing vitamins 
B-2 and E. He obtained U. S. 
and assigned them to the Swiss firm in 


patents 


return for a percentage of sales. The 
Swiss firm assigned the U. S. patents to 
a U. S. company. The U. S. firm paid 
the “royalties” it had contracted to pay 
to the Swiss firm, directly to the in- 
The court holds that the 


ventor. pay- 
ments were not subject to the U. S. in- 
come tax on nonresident aliens. The 


income was not from sources within the 
U. S. since the inventor didn’t own the 
patent. The payments to the inventor 
were by virtue of his contract with the 
Swiss firm; they were compensation for 
the Swiss firm in 
Switzerland. The fact that the U. S. firm 
referred to payments as royalties was not 
conclusive. Karrer, Ct. Cls., 5/8/57. 


services rendered to 


U. S. citizen 
from a rented foreign truck farm ex- 
cluded. A U. S. 
fide nonresident is not taxed on earned 


All income earned by 


citizen who is a bona 


income from foreign sources. In deter- 


mining earned income from a_ business 
in which capital is a material income- 
producing factor the value of personal 
services rendered, not in excess of 30% 
of the in- 


gross, is considered earned 


come. Taxpayer here, a nonresident, 
truck 
land 


operates a farm in a_ foreign 
farm 
comparatively little 
IRS holds all of the farm 
income is earned income for purposes 
But 


land or requires a substantial amount 


country on he rents; his 
equipment is of 
value. The 
of the exclusion. if a farmer owns 
of capital, only an amount up to 30% 
of his net business profits can be con- 
income. 


sidered as excludable earned 


Rev. Rul. 57-142. 


Only person liable for foreign taxes may 
take credit, though paid by another. 
Foreign income taxes accrued against a 
domestic corporation were assumed and 
paid by a foreign corporation as part of 
the sale of assets of the domestic corpo- 
The 
credit to the domestic corporation since 


ration. taxes are allowable as a 


it was the entity upon whom the taxes 
were imposed. Rev. Rul. 57-106. 
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Tax practitioners’ report to Mills Sub- 


committee: Service mishandles fraud cases 


T HERE. HAS BEEN dissatisfaction among 
tax practitioners with the way the 
IRS handles fraud cases. We've heard a 
lot of 
Now 


talized in the report filed by a distin- 


critical comments to this effect. 


this dissatisfaction has been crys- 
guished Advisory Group of tax lawyers 
and accountants appointed to assist the 
Subcommittee on Internal Revenue 
Faxation in making a study of the ad- 
ministration of the tax law. This group, 
you may recall, was appointed last 
November; after it filed a preliminary 
the had a chance to 


report, Treasury 


comment on its recommendations at 
hearings held in January. After these 
hearings, the Mills Subcommittee itself 
drafted a progress report, the substance 
of which was printed in 6 JTAX 331. 
The comments of the Advisory Group 
and some of the replies by Treasury of- 


ficials are given below in detail. 


Borderline cases 


The section of the Mills report that 
made headlines was the criticism of the 
Service for threatening criminal pro- 
ceedings (and bringing them) in such a 
way as to rouse public sympathy for the 
accused. No doubt about it, such a pol- 
icy can do more to undermine our self- 
assessment system than allowing a few 
offenders to escape. The Mills report in- 
dicted the Service for this policy: 

“We are aware of situations in which 
agents have made reckless and inexpert 
overstatements of a taxpayer’s liability, 
in order to justify fraud charges and pre- 
vent the running of the statute of limi- 
tations, or have brought fraud charges 
where no return was filed, despite the 
fact that no tax was due. Such occur- 
rences. cause unwarranted public em- 
barrassment to taxpayers and the In- 
ternal Revenue Service and should be 


avoided .... 


“A decision as to whether a taxpayer 
should be prosecuted for fraud should 
be made only after careful consideration 
of all the facts and circumstances of the 
particular case and its effect upon the 
community as a whole. In no case should 
a fraud case be instituted, unless there 
is sufficient evidence to warrant a con- 
viction.” 

The Advisory Group went into con- 
siderable detail in suggesting standards 
for prosecution: 

“Among the actions which the Ser- 
vice should seek to avoid are: 

(a) Reckless and inexpert overstate- 
ment by the Government of tax liabil- 
ity; 

(b) Seeking grand jury action without 
clear evidence of actual understatement 
or of willful intent; 

(c) Showing a tendency to punish a 
suspected taxpayer by adverse publicity; 

(d) Starting so great a number of pro- 
secutions that—as occurred in “prohibi- 
tion” days—the noncomplier may feel 
that public opinion supports his viola- 
tion. 

“The Treasury has had to undertake 
not only a program of engendering good 
will and cooperation on the part of tax- 
payers to secure as much voluntary com- 
pliance as possible, but, with respect to 
the few who do not cooperate, the Treas- 
ury has had to determine, on policy 
grounds, who should be criminally pro- 
secuted and who should merely be sub- 
jected to civil penalties (themselves 
quite onerous monetarily). 

“The Treasury’s present standard for 
prosecution is stated as follows: ‘It is the 
policy to recommend prosecution in 
cases involving a willful violation of the 
income-tax laws where the evidence is 
sufficient to indicate guilt beyond a rea- 
sonable doubt, and there appears to be, 
a reasonable probability of conviction. 


“The Advisory Group suggests for 
consideration that the decision whether 
to recommend prosecution should not 
the 
standard of guilt or innocence, and that 


rest solely on aforesaid technical 


prosecution should be sought only if— 

(a) there is available legally admis- 
sible evidence sufficient to make convic- 
tion reasonably certain; 

(b) the offense is substantial as re- 
gards the amount of tax in relation to 
the offender’s taxable income; and 

(c) the that public 
opinion would consider the prosecution 


offense is such 
justified in the light of the whole situa- 
tion. 

“Tt is submitted that the standard sug- 
gested for consideration by the. Advis- 
ory Group takes into account policy fac- 
tors of long-range importance to a rev- 
enue system whose effectiveness depends 
fundamentally on public acceptance. 

“The most debatable area probably is 
that of the from 
whom the bulk of income taxes are col- 


smaller taxpayers, 
lected. It would, on the one hand, be 
disastrous to adopt a standard which 
rendered the smaller taxpayer immune 
from prosecution. Obviously the Advis- 
ory Group does not intend to suggest 
such a standard. On the other hand, to 
avoid a public opinion boomerang, the 
decision as to the number of smaller tax- 
payers to be prosecuted and the choice 
among them of specific cases for prose- 
cution require the exercise of the high- 
est degree, of discretion, judgment, and 
farsightedness.” 


Washington review needed? 


What the Advisory Group is saying in 
effect is that the decision whether or not 
to prosecute has to be taken by someone 
free of “special agent psychology.” There 
has always been a feeling that the re- 
view of the special agent's findings and 
recommendations by chief 
and/or by the chief of the intelligence 


his group 
division at the district director’s level is 
rarely more than perfunctory whether or 
not a hearing with the taxpayer and his 
advisor is requested and held. Under 
the present organizational set-up the tax- 
payer does not meet lawyers not moti- 
vated by a prosecution complex until he 
comes to the regional counsel’s office. 
However, the Advisory Group pointed 
out that review in Washington in the 
Chief office after this 


Counsel's step 


might have the desirable effect of ob- 
taining uniform policy. 

“Prior to January 8, 1952, recommen- 
dations for criminal prosecution were 
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reviewed in the National Office of the 


Internal Revenue Service, and the tax- 
payer was accorded the opportunity to 
have a hearing in the Chief Counsel’s 
Office there, before the case was trans- 
to the the 
Tax Division of the Department of Jus- 


ferred Criminal Section of 
tice. On that date, the Secretary of the 
Treasury eliminated the National Office 
review and hearing privilege. Since then 
recommendations for prosecution have 
been referred directly to the Depart- 
ment of Justice from each regional coun- 
sel’s office in the field (where the tax- 
This 


change occurred at a time when the Ser- 


payer may have a conference). 
vice was being subjected to criticism for 
delays in the processing of prosecution 
recommendations; and elimination of 
National Office review may have reduced 
the time taken in processing these cases. 
The 


lieve, 


Advisory Group is inclined to be- 
however, that any such saving in 
time may have been accomplished at too 
high a cost in other respects. We submit 
the following factors for consideration— 

(a) The present system apparently 
does not achieve uniformity in prosecu- 
tion recommendations among the nine 
internal-revenue regions. 

b) Review in the Criminal Section of 
the Tax Division, Department of Jus- 
tice, cannot properly provide the requis- 
ite uniformity, since its review is from 
the viewpoint of whether it believes it 
The 


ment of a uniform policy in recommen- 


can secure a conviction. achieve- 


dations for prosecution is the obligation 


of the Internal Revenue Service, the 


agency statutorily responsible for the ef- 
fective collection of the revenues. 
Chere are indications that the Gov- 


ernment now is encountering difficulty 


n staffing nine separate regional offices 
with fraud attorneys of maturity, expe- 
rience, and balanced judgment, whereas 
this personnel problem can be solved in 
the Enforcement Division of the Wash- 
ington Chief Counsel’s Office. 

the discus- 


(d) Reference is made to 


sion unde1 Standards of Prosecution, 
above, stressing the high degree of dis- 


cretion and judgment which must be 
exercised in choosing cases for prosecu- 
tion, in order to insure that the crime 
of tax evasion is not made respectable 
through errors in prosecution policy. 
(e) It can also be argued that, in the 
absence of Washington review and hear- 
ing, a taxpayer is not accorded the pro- 
tection to which he is entitled, since he 
has no opportunity to present his case 


to internal-revenue lawyers who are free 


from direct pressures from the special 
agents and the latters’ superiors. It takes 
considerable courage for an attorney to 
turn down prosecution of a case upon 
which the special agents have expended 
months of effort. It is the responsibility 
of the Service to provide its attorneys 
with the atmosphere in which they can 
exereise that courage, when prosecution 
is unwarranted. 

(f{) Under old 
Washington conference gave the suspect- 


the procedure, the 
ed taxpayer as much information regard- 
ing the charges as he would have been 
entitled to in an indictment, thereby af- 
fording him an opportunity there and 
then to bring forward such defenses as 
he had. We understand that the practice 
among the nine regional offices is not 
uniform as to how much information 
may be disclosed to the taxpayer. 

(g) Of perhaps less importance is the 
fact that the Chief 


Washington, being situated in the same 


Counsel’s Office in 


place where the Department of Justice 
is located, may be better equipped to 
consult with the Justice attorneys, as 
questions are raised by the latter with 
respect to a case. 

“The 


consideration of 


Advisory Group believes that 
this matter in a more 
calm and unhurried climate than existed 
in January, 1952, would result in the 
conclusion that the Washingtin Chief 
Counsel’s review and hearing privilege 
should be reinstated in respect of crim- 
inal tax cases.” 

The Mills report took no position on 
this issue; it recommended further 
study. 

“Criminal cases are presently referred 
directly to the Department of Justice 
from the 9 regional offices in the field. 
The 


should be given to a return to the pro- 


subcommittee feels consideration 
cedure in effect prior to January 8, 1952, 
whereby all recommendations for crim- 
inal prosecution were reviewed in the 
national office and a uniform policy ap- 
plied before the case was referred to the 
Criminal Section of the Tax Division of 
the Department of Justice for prosecu- 
tion. 

“If this is done, consideration might 
be given to eliminating some of the re- 
views in the field. One thorough review 
by a group experienced in this work 
would appear to be preferable to several 
reviews at various field levels.” 

The Advisory Group came to the con- 
clusion that the voluntary disclosure pol- 
icy should be reinstated if a definite cut- 
off date could be established and if vig- 
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orous prosecution of criminal cases con- 
tinued. 

“On January 10, 
of the Treasury abandoned the policy 


1952, the Secretary 


under which criminal prosecutions were 
not recommended in cases where guilty 
taxpayers made voluntary disclosures 
prior to the initiation of investigation 
by the Revenue Service. 

“The Advisory Group has had the 
benefit of hearings before an earlier sub- 
committee of the Ways and Means Com- 
1952, 82d Cong., 2d 


sess.), and of views expressed by pro- 


mittee (January 


fessional organizations, as well as a 
comprehensive study memorandum com- 
pleted by the Revenue Serv ice as re- 
cently as January 6, 1955. 

“Particularly in the light of the con- 
siderations fully expressed in the latter 
memorandum, the Advisory Group ap- 
preciates that a case can be made against 
as well as for a voluntary disclosure 
policy. 

“On balance, however, the Advisory 
Group believes that a soundly construct- 
ed voluntary disclosure policy should be 
a part of the Federal internal-revenue 
structure. Income-tax evasion is a unique 
crime, in that our system of self-assess- 
ment imposes peculiar temptations upon 
taxpayers, and in that this self-assess- 
ment system affects millions of taxpayers 
widely differentiated as to education, ex- 
perience, intelligence, emotional stabil- 
ity, social consciousness, etc. Hence, the 
Service already distinguishes among var- 
ious cases and gradations of income-tax 
crimes in determining which specific in- 
stances should be recommended for pro- 
secution and which should not. The Ad- 
visory Group believes that a carefully 
drafted policy of voluntary disclosure 
would be of assistance to the enforce- 
ment authorities in making the afore- 
said distinctions. We submit that volun- 
tary disclosure prior to initiation of in- 
vestigation in itself affords an adequate 
justification for including the taxpayer's 
case among those which are not to be 
recommended for prosecution. Such a 
policy could result in substantial collec- 
tions of taxes, penalties, and interest 
from individuals who might never be 
caught in the enforcement net, or who, 
if caught, might not be successfully pro- 
secuted because of lack of sufficient evi- 
dence. 

“There is the question whether a vol- 
untary disclosure policy would be dan- 
gerous in that taxpayers might omit re- 
turns or file fraudulent ones in anticipa- 


tion of making a disclosure if and when 
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detection of their fraud became immi- 


nent. There is no evidence that the Serv- 
ice’s prior voluntary disclosure policy 
either did or did not increase the num- 
ber of tax frauds while such policy was 
in force. The Advisory Group believes 
that reinstitution of the policy will not 
have the feared effect, provided (a) the 
policy is protected by fixed and definite 
standards establishing the cutoff event, 
occurrence of which will terminate the 
taxpayer's hope of making a voluntary 
disclosure; and (b) the voluntary disclos- 
ure mechanism is part of an overall pol- 
icy of vigorous criminal investigations, 
like those now underway.” 

The 
voluntary disclosure policy were brought 
out at the hearings in the discussion be- 
tween Congressmen Mills and Kean and 
Chief Counsel Barnes and Deputy Com- 
missioner Delk. 


difficulties in administering a 


Mr. Barnes: . This is one of the 
perennial problems with the Service. It 
was abandoned then recon- 
sideration has been given to the prob- 


lem, sir. 


and since 


“As you know, as all of you know, we 
had quite a bit of practical difficulty 
with the policy just in administering it. 
I believe the suggestions of the advisory 
group, if followed up, would cure that. 

“One if the things we had trouble 
with was in determining when an inves- 
tigation started, when was a taxpayer 
foreclosed in coming in to make a vol- 
untary disclosure because we were al- 
ready on his scent. 

“If the policy is to be restored, some 
of the difficult administrative problems 
will have to be worked out.” 

Mr. Mills: “What are the arguments 
that can be made against such a pro- 
gram, very carefully formulated and very 
carefully limited in its application?” 

Mr. Delk: This question was presented 
to us several years ago. 

“At that time, we assigned quite a 
group of our people to exhaustively 
study every aspect of it. I would like to 
call this to the attention of the commit- 
tee and offer that group’s report for the 
committee’s study and that of the staff. 
I do not believe that it should be made 
public, but it is an exhaustive study of 
this subject and of the experience the 
Service had at the time it had a volun- 
tary disclosure policy.” 

Mr. Kean: “We found, while making 
a tax investigation, that there was a lot 
of difficulty and abuse, everybody was 
claiming voluntary disclosures and what 


was . often happening was that the 
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agent would tip the fellow off or in 
some way let him know that there was 
some kind of trouble ... and he would 


immediately make a voluntary disclos- 


ure.” 

Mr. Mills: “You understand that what 
the advisory group is suggesting here is 
merely that the jail sentence be waived. 
They would have to pay the back tax, 
they would have to pay the civil pen- 
alty, plus interest on the tax. The only 
thing they would be relieved of would 
be the possibility of a jail sentence or a 
fine. And then only in the case where 
disclosure voluntarily occurred prior to 
the time that the Service itself had ini- 
tiated any investigation with respect to 
the taxpayer’s crime.” 

Mr. Kean: “The question is, When 
.. If work 
was starting to be done in the office 


was the investigation made? . 


down here in Washington, there is tre- 
mendous opportunity for a little bit of 
finagling by somebody tipping the fel- 
low off, if there is a lot of money in- 
volved.” 

The Mills Subcommittee took no posi- 
tion on this difficult matter. It recom- 
mended further study: 

“We believe a study of the desirability 
of reinstating a policy of voluntary dis- 
closures should be made by the Commis- 
with a view toward 


sioner devising a 


workable plan which will adequately 
protect the interests of both the taxpay- 
er and the Government. 

“The subcommittee has not sufficient 
facts available to consider the practic- 
ability of such a plan. It appears from 
the many suggestions that have been 
made that this matter should be consid- 
ered both from the standpoint of the 
revenue to be gained as well as from the 
standpoint of its effect upon the volun- 
tary system of self-asssessment.” 


Settlement of civil fraud cases 

The Advisory Group noted the great 
number of civil fraud cases now pend- 
ing in the Tax Court. They had some 
excellent suggestions, but did not go in- 
to what has always seemed to me a prime 
the Regional 
authority to settle 


settlement: 
lack of 
docketed civil fraud cases unless the Ap- 


obstacle to 


Counsel's 


pellate Division concurs. The Appellate 
Division is under pressure from the In- 
telligence Division, which always insists 
on the fraud penalty. Normally, if a 
Special Agent has worked on a case, he 
sits at the elbow of the Appellate Divi- 
and if criminal 


sion prosecution is 


dropped he insists that no settlement be 


reached unless civil fraud penalties are 
retained. The Regional Counsel would 
be free of this pressure and could settle 
many cases by doing the proper thing— 
dropping the fraud penalty and: substi- 
tuting negligence penalties. 


Position of chief counsel 


the Mills 
Subcommittee that particularly pleased 


One recommendation of 
me was its proposal that the Chief Coun- 
sel be restored to his former position as 
the 
President and confirmed by the Senate. 
At the time the Chief Counsel was made 
a member of the Commissioner’s staff, I 
said (5 JTAX 154) that I had an uneasy 
feeling that the mere making of this an- 
nouncement may indicate that the Chief 
Counsel no longer is an independent 


a statutory officer appointed by 


legal officer who impartially and objec- 
tively makes the final decision for the 
Internal Revenue Service if he concurs 
in the judgment of the Regional Coun- 
sel that there ought to be no prosecu- 
tion. Since both the Chief Counsel and 
the Director of the Intelligence Division 
are for practical purposes subordinates 
of the Commissioner, serious doubts may 
exist as to the ability of the Chief Coun- 
hold prosecution 
where the Director of the Intelligence 
Division at the national level insists on 
it. 


sel to out against 


Settling before docketing 


The Advisory Group was concerned 
with the possibility that the publicity of 
docketed settlements might be a stum- 
bling block. They said: 

“We understand that a heavy case 
load of civil fraud cases is pending in 
the Tax Court. Trial of a fraud case is 
especially time-consuming. The Advisory 
Group suggests that the Service make a 
special effort to enlist the cooperation 
of taxpayers in settling these cases. One 
difficulty has been that, once a case has 
been docketed in the Tax Court, the tax- 
payer might be loath to participate in 
any settlement, since it involves the fil- 
ing of a court stipulation which the tax- 
payer views as equivalent to a public 
confession of fraud. This suggests that 
attempts at settlement should be further 
pressed in the predocketed stage. Per- 
haps this might be facilitated by having 
attorneys from the Regional Counsel's 
office participate in the settlements of 
predocketed civil fraud cases to a great- 
er extent than they now do. 

“The foregoing suggestions, if adopt- 


ed, would only partially meet the prob- 
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lem. For this reason, the Advisory 
Group has attempted to analyze other 
factors contributing to excessive civil 


fraud litigation. 


Statute of limitations 

“There is a 6-year statute of limita- 
tions in criminal tax fraud cases, but no 
statute of limitations is applicable in 
the case of civil tax fraud. 

“This means that, if there is a fraud 
the the may 
assess a deficiency at any time, both in 


item in return, Service 
respect of the portion of the deficiency 
attributable to fraud and the portion 
not so attributable. 

“In assessing the problems in this area 
the Advis- 


number of 


and their possible solution, 
ory Group has considered a 
alternatives: 

(a) It has been suggested to us that 


the same legislative policy which re- 
quires a statute of repose for criminal 
prosecutions also requires a statute of re- 
pose in civil cases, such legislative policy 
being based upon difficulties of proof 
resulting from lapse of time (including 
loss or destruction of records, dimness of 
memory, inability to locate witnesses, 
death of witnesses or of the taxpayer.) 

(b) A less far-reaching solution would 
be to amend the law to apply to the non- 
fraudulent portions of the deficiency the 
normal limitations periods for assess- 
ment (3 years or 6 years, depending 
upon the percentage of omitted income), 
leaving as at present no statute of limi- 
tations in respect of the fraud portion 
of the deficiency. This would tend to re- 
move any temptation on the part of 


agents to assert fraud for the collateral 
purpose of opening the statute of limi- 
tations on nonfraud items. 

(c) A third suggestion, which might be 
considered with or as a part of the sec- 
ond one, is that the civil fraud penalty 
be made applicable only to the fraud 
items and not as at present to the non- 
fraudulent portion of the deficiency as 
well. The thought has been expressed 
that if this change is made the present 
50 percent civil fraud penalty might be 
increased. 

(d) A less selective approach would be 
to leave the fraud penalty applicable to 
the entire deficiency, if any fraud is pres- 
ent in the return, but to lower some- 
what the rate of the penalty, or to im- 
pose a ceiling (for example, that the 
combined tax, penalties and _ interest 
shall not exceed 100 percent of the tax- 
payer’s net income for the year in- 
volved). 

(e) A further proposal is that, where 
the 


run, 


normal of limitations has 
the 


burden of establishing the entire defi- 


statute 
Commissioner shall have the 


ciency in civil fraud cases and not mere- 
ly the burden of establishing (by pre- 
ponderance of the evidence) that fraud 
occurred. 

(f) Still another alternative is that in 
civil fraud, as is already true in crim- 
inal fraud, the Government should be 
required to prove beyond a reasonable 
doubt that the taxpayer’s action or omis- 
sion was fraudulent. 

“The Advisory Group believes that 
further study of the foregoing alterna- 
tives is desirable.” 1 





NEW DECISIONS IN FRAUD & NEGLIGENCE THIS MONTH 





Understatement of income to hide over- 
ceiling payments fraudulent. Taxpayers, 
in operating several restaurants, main- 
tained two sets of records. The second 
set, which was used in the preparation 
of the returns, admittedly showed an 
understatement of gross receipts, but 
taxpayers contended that the understate- 
ment was compensated for by an omis- 
sion of expenses for overceiling wages 
and payments above OPA prices. The 
lax Court held the then wage and price 
laws specifically proscribed tax deduc- 
tions for such payments and upheld the 
deficiencies and fraud penalties. This 
court affirms; it is a reasonable infer- 
ence that there were no overceiling pay- 
the 
grounds that the Tax Court finding of 


ments. There was one dissent on 


fact was not clear; if overceiling pay- 
ments were made they should 
allowed. Masters, CA-3, 4/28/57. 


be 


Reconstructed income and fraud penal- 
ties upheld. 
penalties were assessed against taxpayer 
for the years 1949 to 1951 during which 
period taxpayer failed to report income 


Deficiencies and fraud 


from sales of untaxed cigarettes trans- 
ported from Maryland to Canada. In 
the light of taxpayer’s complete failure 
to introduce evidence to rebut the Com- 
missioner’s net worth computations, the 
deficiencies are upheld. Furthermore, 
taxpayer’s plea of guilty to a charge of 
criminal tax for 
the years coupled with a pattern of sub- 


evasion of one of 


stantial understatements of income for 
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all years is held sufficient proof of fraud. 
Papineau, 28 TC No. 9. 


Can’t suppress information voluntarily 
disclosed. had voluntarily 
given certain information to a revenue 


Taxpayer 


agent during the course of a routine 
audit. His motion to suppress the use 
of this information in a criminal prose- 
cution (for claiming a dependency ex- 
emption to which he was not entitled) 
is denied. Taxpayers motion for the 
“inspection of certain papers and docu- 
ments” is also denied; there being no 
designation of the items nor any indi- 
cation that they were necessary to pre- 
pare the defense. Stein, DC N. Y., 3/ 
29/57. 


Consolidated-family net-worth method 
upheld in fraud case |Certiorari denied). 
The 
and fraud penalties exceeding $2,000,- 


Tax Court sustained deficiencies 
000 against taxpayer, a one-time con- 


vict who had engaged in numerous 
illicit and gambling businesses. His tax- 
able income was determined by using a 
consolidated-family net worth and by 
the 


ported by the other family members. 


subtracting therefrom income re- 
The court accepted this determination 


in view of the unusual complexities in- 


volved. Lias refused to furnish a net- 
worth statement, and the Government 
agents found it difficult to establish 


ownership of family assets in the absence 
of books and records. The Fourth Cir- 
cuit affirmed. Lias, cert. den., 4/22/57. 


Tax Court adjustments of net-worth 
statement of truck farmer upheld. In 
reconstructing a truck farmer‘s income, 
the the 
statement to exclude assets paid for by 


Tax Court revised net-worth 
others, and to reflect gifts and adjusted 
living expenses for the years in ques- 
tion and it found that fraud was not 
proved. Gain was recognized on an in- 
voluntary sale of a truck farm in 1950 
since taxpayer failed to trace the pro- 
ceeds of sale into the property acquired 
as a replacement. This court affirms. 
Genenwein Estate, CA-6, 4/24/57. 


Evasion conviction upheld. This court 
upholds taxpayer's conviction for eva- 
The did per- 
mitting the fact to be brought out that 


sion. court not err in 
taxpayer did not testify at his first trial; 
nor was it error to bring out taxpayer's 
previous conviction for gambling—the 
whole case revolved around 
Steele, CA-5, 4/26/57. 


gaming. 
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IRS policy chan ges 
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on allowing 


deductions for additional state taxes 


In ( been routine for 

idd ncome tax when they 

of corp wlio? This is a convenient rule 

in the i espe illy in states where the 

for Fe purposes. However, we learn 

have bolicy. Mr. 

the cl n po 

iP RECENT MONTHS field agents of the 
IRS have been applying a changed 

policy with regard to the deductibility 


of additional Connecticut corporate ex 


cise (Chapter 91) tax. They no longet 
allow an additional tax as a result of 
their adjustments to an accrual basis co1 
poration’s net income 

In the past, it had been the usual 


practice for the agent to recompute the 


Connecticut excise tax, giving effect to 
the proposed adjustments, and to allow 
an additional deduction for the in- 
would become 
1907, G.S. of Conn., 


of the adjustments. However, 


creased state tax which 


due, under Section 


as a result 
as a result of a recent regional interpre- 
tation, it is evidently the policy of the 


Service to make no allowance for the 


additional state tax accrual, regardless 


of the nature of the adjustments. 


It seems that the new policy of the 


IRS affects only the proper time for the 


accrual of the additional state tax. To 


the writer’s knowledge, there is no ob- 


jection by the Service to the deduction 


of the additional tax in the year in 


which it is actually assessed by the State 
much 


Tax Commissioner. I doubt 


that the 


very 


stand of the Service on the 
year of deductibility is justifiable. 


In general, “taxes accrue for deduc- 


tion purposes when all of the events 
occur to fix the amount thereof and de- 
termine the liability to pay it.”1 This 


by ROBERT D. MILLER 


internal revenue agents to allow for 


propose additions to the Federal income 


and would seem to be firmly grounded 


lax is assessed on income as reported 


that in Connecticut the IRS seems to 


Miller, a CPA practising in West Hartford, discusses 


reviewing his personal experiences and several leading cases. 


the 
a. U. 


is the starting point for 


rule, stemming from Supreme 


Court’s decision in U. Anderson, 
269 U. S. 


an appraisal of the Service's position. 


499 


It is well established that where a tax 
payer contests his liability for a tax it 
self and does not it, he is not 


pay en- 


titled to accrue that tax until his lia 
bility has become certain. The leading 
case? on this point involved a_ tax- 
payer who contested the validity of a 
Mississippi gasoline tax on a_ solvent 
used in its business. In 1936 it brought 
a court action to enjoin the state from 
collecting the tax. Although it paid no 
tax to the state, it deducted approxi- 
mately $21,000 in its Federal income tax 
return for 1937. In 1938; the suit against 
the state came to a successful conclusion, 
and the taxpayer reported the $21,000 
1938 
income tax return. The Supreme Court 
held that 1937 
proper because of the continuing con- 


the 


as income from a recovery in its 


the accrual in was im- 


test over existence of the liability 
itself, 

line of 
the 


items which 


There is also a clear cases 


involving a contest not over tax 


itself, but over the enter 


into its calculation. A typical example 


of this type of case3 is one in which 
entitled to deduct a bad debt deduction 
and also the full salary to one of its 
ofhcers. It argued that if the court held 


against it on the bad debt and salary 


issues, that it was entitled to 


the 


accrue as 
taxes New 
York the 
year in question based on increasing its 
New York 
disallowed by 
held that 
the debt and the salary 


amount of additional 


state franchise tax due for 


net income for state tax by 


any amount the 


The 


disallowance of 


court, 


Tax Court since the 
was being contested, the increased New 
York state 


contest 


tax due to the loss of that 


was not an accruable item for 
the taxable year in question. 
GCM 25298, 1947-2 CB 39 


the Government’s position as 


states 
follows: 

unpaid amounts asserted against 
a taxpayer as additional tax liabilities, 
which are the subject of a bona fide con- 
test, are not accruable items for Federal 


income tax purposes while unsettled 


as to amount and prior to the establish- 
ment of the fact of liability. The term 


‘contest’ includes not only a_ contest 
in court but a contest lodged with the 
This 
(which in the writer’s opinion is solidly 


the 


tax authorities as_ well.” ruling 


in agreement with cases both be- 
fore and after its issuance) points out 
clearly that there must be a “bona fide 


contest” if a tax is to be non-accruable. 


Let us turn to the question of “con- 
tests.” In a case* involving the Massa- 
chusetts excise tax, the Tax Court held 


that while the taxpayer could not de- 


duct Massachusetts tax arising because 
of a disallowance of an officer's salary 
which was contested in the same ‘Tax 


Court action, the taxpayer was properly 


entitled to a deduction for the addi- 
tional Massachusetts tax based on other 
adjustments. In a case® involving the 
Louisiana tax, the taxpayer filed a claim 


1944 
Tax Court 


for refund of a portion of its 


The 


claim 


Louisiana income 
held 


by the State of 


tax. 
the denied 


liti- 


that, since was 


Louisiana and not 


gated by the taxpayer, it was not con- 


testing the Louisiana tax. In a case® 


involving the New York state franchise 


tax, the Tax Court held that the tax- 


payer was not contesting certain items 


disallowed by the revenue agent and 


not a part of the proceedings before 
it, and was therefore entitled to accrue 
the additional state tax resulting from 


these uncontested items. At the same 


time, it held that the taxpayer was not 


‘Standard Paving Co., 13 TC 425 at 447, ap- 
pealed on other issues 190 F2d 330. 

2 Dixie Pine Products Company v. Commissioner, 
320 US 516. 

* Concord Lumber Co., Inc., 18 TC 843. 

‘Curran Realty Co., Inc., 15 TC 341 (nonacq.). 
Gulf States Utilities, 16 TC 1381 (acq.). 

® Jack Chesbro et al, 21 TC 123, affirmed CA-2, 
2 F2d 674, cert. denied 350 US 995. 

7 Gunderson Bros. Engineering Corp., 16 TC 118. 
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titled to accrue that portion of the 


affected by those items which were 


yart of the case before it. In the only 
the writer has found where the 
Court held that a “contest’’ existed 


iout action above the revenue agent 
the court found that the taxpayer 
deductien 


intentionally claimed a 


ts State of Oregon excise tax return 
Federal income tax return, despite 
advice of its certified 


public ac- 


countant that the item was not properly 


luctibe under existing legislation. 
I taxpayer claimed the deduction 


the hope that legislation would be 


The held, 


circumstances, that the tax- 


d to validate it. court 


der these 


contested” its liability. 


In the light of the above cases, it 


ear that where the taxpayer accepts 
findings of the revenue agent with- 
and executes a 


further conference 


iver (Form 870), he has obviously not 


“contested” the agent’s findings. The ad- 
ditional Connecticut tax is properly ac- 
cruable in the year being examined. 
Similarly, in a case where a portion of 
the agent’s findings are accepted, while 
the remaining items are carried to in- 
formal conference or the appellate staff, 
the taxpayer should be entitled to ac- 
crual of the portion of the tax applica- 


ble to the uncontested items. 


Of course the tax disallowed in the 
earlier year becomes deductible in the 
year when settled. Obviously, if the tax 


brackets are the same, the only effect 


is the additional interest charges in- 
volved. However, if the corporation's 
tax bracket may be different in the 
later year. A greater inequity arises if 
the corporation has been liquidated 


prior to the examination. In this case, 
since there is no longer a taxpayer in 
existence, the deduction by the corpora- 


tion is completely lost. 





HOW THE CONNECTICUT 


CONNECTICUT § CORPORATE EXCISE TAX 


( hapte1 91) is imposed at the rate 


ft 3345 
1 


of net income as reported to 
the Federal Government, with certain 


minor adjustments. However, the 


amount of the tax can be no less 


than 1.9 mills per dollar on a “mini- 


mum base,” which substantially con- 


sists of average net worth plus inter- 


st-bearing indebtedness. In no case 





EXCISE TAX IS COMPUTED 
can the tax be less than $20.00. 
Section 1907, G.S. of 
that adjustments to the 


Federal return must be reported to 


Conn., pro- 


vides any 


the State Tax Commissioner within 
thirty days after receipt of notifica- 
tion. Changes thus made automatical 
ly become the basis for notification 
of additional tax due, plus interest 


from the due date of the return. 








IRS policy change may be based 
on Rev. Rul. 57-105: Arthur Young 


AFTER Robert Miller wrote 


about the position of IRS 


pega 


‘ his story 
wents in Connecticut on the accrual of 
taxes, learned that one of the 


Stat we 


large accounting firms, Arthur Young 
* Company, had run into the same sit- 
uation. Their office finally traced the 
change in policy to the General Coun- 
sel’s office in Washington. Here is how 
they reported the story in their April 
Journal: 

“In an agreed case involving substan- 
tial disallowance, a revenue agent re- 
fused to permit additional accruals for 
taxes based on income resulting 
from He stated that 


he was prohibited from doing so by 


State 


his disallowances. 


specific instructions issued to agents in 
his office Hartford, Conn.). The agent 
could cite no published authority. How- 
ever, he supplied unidentified language 
upon which his instructions were based. 
The unidentified language was sent to 
our Washington office and it developed 
that it was taken from a private ruling, 


several of which have been issued and 
which reflect the view of the Chief 
Counsel's office in Washington. This 


view is that any adjustment proposed by 
a revenue agent, other than the correc- 
tion of a mathematical error, results in 
a ‘dispute’ so as to prevent the accrual 
taxes based on in- 


of additional state 


come with respect to the revenue agent’s 


or 
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adjustment. 

“Our Washington office advises that a 
Revenue Ruling to this effect has al- 
ready cleared the Internal Revenue Ser- 
vice and is awaiting approval by the 
Treasury Department prior to issuance. 
57-105, 


may be the ruling to which reference is 


(Revenue Ruling just issued, 
made.)”’ 

We turned back to Rev. Rul. 57-105, 
which was reported in 6 JTAX 284. We 
shouldn’t be surprised to learn that now 
agents taking the position Mr. Miller 
complains of are citing this ruling. Tax 
men in other states can undoubtedly ex- 


pect to see this policy adopted outside 


Connecticut. This is the text of Rev. 
Rul. 57-105: 
“The Internal Revenue Service has 


been requested to state its position re- 
specting the time for accrual for Federal 
income tax purposes for additional State 
income taxes asserted against a taxpayer 
for prior years. 

“The general rule applicable to tax- 
payers who keep their accounts and file 
their returns on the accrual method is 
that expenses should be accrued and de- 
ducted in the year in which the liability 
The 


continuously expressed the view that all 


therefor is incurred. courts have 


events must occur to fix a liability of the 


obligor before an obligation can be 
recognized by accrual on a_ taxpayer's 
of account. United States vw. 
inderson et al, 269 U.S. 422, 
179 (1926). 


considered 


books 
Chauncey 
T.D. 3839, C.B. V-1, 

“Thus, 


an obligation is 


when the existence of 


all 
existence depends upon the happening 


contingent any 


liability at is uncertain or when its 
of a future contingent event. When a 
taxpayer disagrees with the determina- 
tion of an additional tax liability, he is 
in effect disputing or contesting the exis- 
tence of such additional liability. There- 
fore, until the contingency disappears 
and the fact of the additional liability 
becomes fixed and certain, there can be 
no accrual for tax purposes of the addi- 
tional tax liability. 

“In G. C. M. 25298, C.B. 1947-2, 39, 
the term “contest” was held to include 
a contest lodged with the tax authori- 
ties as well as a contest in court. There- 
fore, unpaid amounts asserted against a 
taxpayer as additional tax liabilities, 
which amounts are the subject of a bona 
fide contest, are not accruable items for 
Federal income tax purposes while they 
are unsettled as to amount and prior to 
establishment of the fact of liability. 

A “contest” arises any time there is a 


S68 das am. 


i 
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dispute as to the proper evaluation of 
the facts necessary to determine the cor- 
rect tax liability. The soundness of this 
position is supported by the holding in 
the case of Great Island Holding Corp. 
v. Commissioner, 5 TC 150, cited with 
approval in Gunderson Bros. Engineer- 
ing Corp. v. Commissioner, 16 TC 118. 
“The rationale of Gunderson Bros. 
Engineering Corp., supra, is that where 
a taxpayer files with the State taxing au- 
thorities a return reflecting only x dol- 
lars tax liability, the taxpayer is in effect 
denying any greater tax liability. At such 
time as the taxpayer properly recog- 
nizes or concedes a liability to the State 
for taxes in a greater amount than x 
dollars, the taxpayer is entitled to an 
accrual for the additional amount. Thus, 
an agreement between the taxpayer and 
the Internal Revenue Service with re- 
spect to the taxpayer’s income for Fed- 
eral income tax purposes is not necessar- 
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ily determinative of the taxpayer’s in- 
come for State tax purposes. It follows 
that a taxpayer is not entitled to accrue 
as additional tax liability an amount of 
State tax until the fact of liability is es- 
tablished and the amount settled. 

“Accordingly, in the case of an ac- 
crual method taxpayer, an increase in 
the amount of the State tax accrues and 
is allowable as a deduction for Federal 
income tax purposes when the amount 
is finally determined by litigation or de- 
fault, or when the taxpayer acknowl- 
edges his liability to the State for the 
amount of such increase. 

“Pursuant to the authority granted by 
section 7805(b) of the Internal Revenue 
Code of 1954, the tax liability for tax- 
able years ended prior to May I, 1957, 
shall not be adjusted to apply this Rev- 
enue Ruling unless such adjustment is 
requested by the taxpayer in a timely 
claim for refund.” , 


Auto Club of Michigan opinion 


avoids “claim of right” issue 


W' HAD BEEN hoping that the Su- 
preme Court would seize the op- 
portunity in deciding the Automobile 
Club of Michigan case (April 22) to 
clarify the relation of the “claim of 
right” doctrine to accounting for pre- 
paid income. Accountants have been 
much concerned that the courts have 
been applying the “claim of right” 
theory, originally developed to handle 
disputed income and other typical cases, 
to ordinary items of prepaid income, in 
effect putting accrual basis taxpayers on 
a cash basis insofar as they receive in- 
come in advance. There were two circuit 
court opinions that upheld deferring the 
income as proper accounting—Beacon 
Publishing CA-10, 318 F2d 697) and 
Schuessler (CA-5, 230 F2d 722). How- 
ever, the Commissioner continued to 
apply, and the Tax Court to uphold, 
the “claim of right’ doctrine. 

In Andrews, 23 TC 1026, the Tax 
Court said: “Irrespective of the merits 
of the generally accepted commercial ac- 
counting treatment of prepaid income, 
it has been clearly established that, un- 
der the ‘claim of right’ doctrine, pre- 
paid income must be reported as income 
in the year of receipt.” Also, “However, 
accounting practice must bow to estab- 


lished rules of law in the determination 
of taxable income. The ‘claim of right’ 
doctrine is firmly established and must 
govern the result therein. We agree with 
the dissenting opinion in Beacon Pub- 
lishing Co. v. Commissioner.” 


Automobile club dues 

These auto club dues were typical of 
many kinds of prepaid income and the 
club used’ a standard form of account- 
ing. As the Supreme Court summarized 
the facts: “dues are paid in advance for 
one year. The dues upon collection are 
deposited in a general bank account... 
For bookkeeping purposes, however, the 
dues upon receipt are credited to an 
account carried as a liability account 
and designated ‘Unearned Membership 
Dues.’ During the first month of mem- 
bership and each of the following eleven 
months one twelfth of the amount paid 
is credited to an account designated 
‘Membership Income.’ The income from 
such dues reported by petitioner in each 
of its tax returns for 1943 through 1947 
was the amount credited in the year to 
the ‘Membership Income’ account. The 
Commissioner determined that the peti- 
tioner received the prepaid dues under 
a claim of right, without restriction as 


to their disposition, and therefore the 
entire amount received in each year 
should be reported as income. The Com- 
missioner relies upon North America 
Oil Co. v. Burnet, 286 U.S. 417, where 
this Court said: ‘If a taxpayer receives 
earnings under a claim of right and 
without restriction as to its disposition 
. . . (it) has received income which 

(it) is required to return...” 


Allocation is artificial 


However, the court was not required 
“claim of 
right” doctrine is properly applied to a 
case like this — it upheld the Commis- 
sioner’s action as within his discretion. 
In a footnote, it distinguished Beacon 
and Schuessler and carefully pointed out 
that it expressed no opinion on their 
correctness: “The petitioner does not 
deny that it has the unrestricted use of 
the dues income in the year of receipt, 
but contends that its accrual method of 
accounting clearly reflects its income, 
and that the Commissioner is therefore 


to determine whether the 


bound to accept its method of reporting 
membership dues. We do not agree. Sec- 
tion 41 of the Internal Revenue Code 
of 1939 required that ‘the net income 
shall be computed . . . in accordance 
with the method of accounting regularly 
employed in keeping the books .. . but 

if the method employed does not 
clearly reflect the income, the computa- 
tion shall be made in accordance with 
such method as in the opinion of the 
Commissioner does clearly reflect the in- 


come .1 The pro rata allocation of 


the membership dues in monthly 


amounts is purely artificial and bears no 
relation to the services which petitioner 
may in fact be called upon to render for 
the member.? Section 41 vests the Com- 
missioner with discretion to determine 
whether the petitioner’s method of ac- 
counting clearly reflects income. We 


153 Stat. 24, 26 U.S.C. sec. 41. 

* Beacon Publishing Co., 218 F.2d 697 (1CCH 
1955 Fed. Tax Rep. §{ 9134) and Schuessler, 230 
F2d 722 (1 CCH 1956 Fed. Tax Rep. § 9368), 
are distinguishable on their facts. In Beacon, 
performance of the subscription, in most in- 
stances, was, in part, necessarily deferred until 
the publication dates after the tax year. In 
Schuessler, performance of the service agreement 
required the taxpayer to furnish services at 
specified times in years subsequent to the tax 
year. In this case, substantially all services are 
performed only upon a member’s demand and 
the taxpayer’s performance was not related to 
fixed dates after the tax year. We express no 
opinion upon the correctness of the decisions in 
Beacon or Schueasler. 

*53 Stat. 24, 26 U.S.C. sec. 41. 

53 Stat. 24, 26 U.S.C. sec. 42. 

® Regulations 111, secs. 29.22(a)-17(2) (a) (bond 
premiums), 29.42-4 (long-term contracts). See 
also IT 3369, 1940-1 Cum. Bull. (prepaid sub- 
scriptions to periodicals; IT 2080, III-2 Cum. 
Bull. 48 (1924) (advance receipts from sales of 
tickets for tourist cruises). 
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cannot say, in the circumstances here, 
that the discretionary action of the Com- 
Tax 
Court and the Court of Appeals, ex- 
ceeded permissible limits. See Brown v. 
Helvering, 291 U. S. 193, 204-205.” 


missioner, sustained by both the 


Justice Harlan dissents 


Justices Clark and Burton joined in 
the dissent on this issue; they would up- 
hold the taxpayer’s method of account- 
ing — the “claim of right” doctrine is 
not applicable and the Commissioner ex- 
ceeded his discretion. Justice Harlan’s 
opinion read in part: 

“I also disagree with the Court's hold- 
ing that the Commissioner may properly 
tax in the year of receipt the full 
amount of petitioner’s prepaid mem- 
bership dues. The Commissioner seeks 
to justify that course under the ‘claim 
of right’ doctrine announced in North 
Oil Co. v. Burnet, 286 U.S. 
117. However, that doctrine, it seems to 


imerican 


me, comes into play only in determining 
whether the treatment of an item of in- 
come should be influenced by the fact 
that the right to receive or keep it is in 
dispute; it does not relate to the en- 
tirely different question whether items 
that admittedly belong to the taxpayer 
may be attributed to a taxable year other 
than that of receipt in accordance with 
principles of accrual accounting. See 
Helvering, 291 U.S. 193, where 


these two problems were involved and 


Brown v. 


were treated as distinct. The collection 
of taxes clearly should not be made to 
depend on the vicissitudes of litigation 
with third parties in which the taxpayer 
may be engaged. That is quite a differ- 
ent thing, however, from holding that 
the Commissioner may force taxpayers 
to abandon reasonable and _ accurate 
methods of accounting simply because 


they do not reflect advance receipts as 


income in the year received. Under Sec- 
tion 41 of the Code of 1939,3 the income 
of the taxpayer is to be determined ‘in 
accordance with the method of account- 
ing regularly employed in keeping the 
(taxpayer’s) books,’ unless ‘the method 
employed does not clearly reflect the 
taxpayer’s income. Under Section 42,4 
items of gross income need not be re- 
ported in the taxable year in which re- 
ceived by the taxpayer, if, ‘under meth- 
ods of accountings permitted under Sec- 
tion 41, 
properly accounted for as of a different 
period.’ And ‘it is clear that accrual 


any such amounts are to be 


methods of accounting may be em- 
ployed. United States v. Anderson, 269 
U.S. 422. The Commissioner’s own regu- 
lations authorize the deferral of income 
in some instances.5 

The Court, however, now by-passes 
the Commissioner’s ‘claim of right’ argu- 
ment, and rests its decision instead on 
the ground that the ‘pro rata allocation 
of the membership dues in monthly 
amounts is purely artificial and bears no 
relation to the services which petitioner 
may in fact be called upon to render for 
the member,’ so that it cannot say that 
in doing what he did the Commissioner 
exceeded the limits of his discretion. I 
do not understand this, because the 
Commissioner does not deny—as, indeed, 
he could not—that the method of ac- 
counting used by the taxpayer reflects 
its net earnings with considerably great- 
than the method he 
urge that the 


payer’s accounting system defers income 


er accuracy pro- 


poses. Nor does he tax- 
in a manner or to an extent that would 
make the Government unreasonably de- 
pendent on the continued solvency of 
the taxpayer’s business. And no other 
circumstances have been shown which 
would justify application of the statu- 


tory exception.” vw 


Original-use rule on new depreciation rates 


causes uncertainty and inequity 


= en NEW LIBERALIZED depreciation 
practices permitted by the 1954 Code 


are more than an increase in rates— 


they introduce several new ideas here- 


tofore not encountered in the law or 


Regulations. Chief among these is the 


“original-use” rule, which limits the 
liberalized depreciation to the first 
person to use it. 

When Martin A. Samuelson, Los 


Angeles CPA, discussed new depreciation 
concepts in a discussion recently pub- 
lished in The Tax Executive he pointed 
out the difficulties which arise here. We 
quote below those paragraphs which give 
the gist of the matter. 

A new concept introduced by Section 
167 of the 1954 Code is that of “original 
Mr. The 
provides that the accelerated methods 


use,” says Samuelson. Code 


Tax aspects of accounting «+. 47 


permitted shall apply only in the case 
of assets acquired by the taxpayer after 
December 31, 1953, the “original use” of 
which commenced with the taxpayer and 
commenced after that date. The Regula- 
tions define the term “original use” as 
meaning: “The first use to which the 
property is put, whether or not such 
use corresponds to the use of such prop- 
erty by the taxpayer.” 

Harold M. Berlfein, in his discussion 
of depreciation before the 1955 Sixth 
Annual 
California Society of CPAs, posed the 


Tax Accounting Conference, 
following question: “Suppose a builder 
constructs a building and in order to 
make it more readily salable, rents a 
portion for one week, at which time he 
finds a buyer and sells it. Would it be 
possible for the buyer, under such 
circumstances, to elect the declining bal- 
ance or sum of the years-digits method in 
depreciating the building?’ He con- 
cluded that the renting of the building 
would prevent the buyer from claiming 
that the acquired building was original 
in use with him. The final Regulations 
do not clarify this point, and it appears 
necessary when one is contemplating the 
purchase of a new building to inquire 
whether or not the building or any por- 
tion of it had been rented even for a 
short time prior to the acquisition by 
the new purchaser. Otherwise, the pur- 
chaser would be limited to straight-line 
or 150% declining balance depreciation. 

Leases with options to purchase pres- 
ent similar problems. With respect to 
the lessee, if after the property has been 
leased for a period of time it is de- 
cided to purchase the property under 
the option, the question will imme- 
diately arise as to whether the property 
acquired by the exercise of the option 
is “originally used” by the purchaser. 
It appears that the buyer is not the 
original user because the property had 
been rented prior to acquisition, even 
though such rental use was by the same 
taxpayer. This seems a little far-fetched 
and inequitable, but that is the result 
from a literal interpretation of the 
Regulations. With respect to the owner 
of the property, the lessor who claims 
depreciation, there is some feeling that 
in the case of a lease with an option to 
sell, the stated option price might be 
considered the realizable salvage value 
at any point in the life of the asset so 
that depreciation would be limited to 
the difference between original cost and 
such stated option price, and the useful 
life might be considered the period from 
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the date of the lease to the date the 
option might be exercised. 


The 


celerated methods may not be used by 


Regulations state that the ac- 


a corporation with respect to property 
which it acquires from an individual or 
partnership in exchange for stock or by 
a partnership with respect to contributed 
property. These limitations, however, 
must be read in the light of the previous 
language which states “unless the orig- 
inal use of the property begins with such 
person.” Certainly, if the property had 
not transferor, in a 


been used by the 


trade or business or for investment, the 
corporation or partnership should be en- 
titled to the use of an _ accelerated 
method. 


Switch to straight-line 


From time to time some doubt has 
been expressed regarding whether or not 
a switch can be made from declining- 
balance depreciatior. to straight-line de- 
preciation with respect to properties 
acquired in a given year without affect- 
ing the use of declining-balance depre- 
ciation on properties of a similar class 
acquired in a later year. The final Regu- 
lations appear to make it clear that such 
a switch could be made without affecting 
the similar type of property acquired in 
a later year. It is provided in Regula- 


tion 1.167(e)-1(b) as follows: “In the case 
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the method 
167-b(2) is ap- 
plicable, a taxpayer may change without 


of an account to which 


described in Section 
consent of the Commissioner, from the 
declining-balance method of deprecia- 
tion to the straight-line method at any 
time during the useful life of the prop- 
erty. With respect to any account, this 
change will be permitted only if applied 
to all assets in the account.” In order to 
accomplish this, it is necessary that the 
acquisitions of each year be reflected in 
separate accounts. 

The taxpayer’s experience shown on 
the Section 1231! schedule filed with the 
income tax return may be the real key 
to the effect of the new law and the 
Regulations on a_ particular taxpayer. 
For example, if you are showing un- 
usually high gains on your Section 1231 
schedule of the tax return, it is entirely 
possible that you are not living within 
the new concepts of “useful life” and 
“salvage value.” If you could reach the 
Utopian situation of no gain or loss on 
your Section 1231 schedule, I believe you 
could get the Treasury Department to 
agree with your manner of computing 
depreciation if it is consistent with good 
economic accounting practices. 


' Section 1231 (analogous to Section 117(j) of 
the 1939 Code) provides for capital gain on cer- 
tain sales of depreciable property used in a 
business.—Ed. 





Ordinary income on demonstrator autos; 
capital gain on service pick-up trucks. 
Taxpayer, an auto dealer, which sold 


new and used cars and trucks, assigned 
new Cars to its officers, department heads, 
and salesmen primarily for the purpose 
of displaying and demonstrating them 
to the public. It was the dealer’s practice 
to replace the cars with new cars as soon 
and in 

15,000 
miles. Capital gains treatment is denied 


as new models were received, 


any event when they had run 


on gains realized from the sale of such 
demonstrator cars; the cars were assigned 
only temporarily to use in the business 
was at all times 
conditioned upon their withdrawal afte1 


and .the assignment 


a comparatively short period in relation 
to their useful life. Capital gain treat- 
ment is however allowed on sale of 
pick-up trucks used in the service de- 
partment from 21% to 4 years since they 
stock 
in trade for an indefinite period and 


were generally withdrawn from 


committed to use in the ordinary opera- 
business. Duval 


IC No. 8. 


tions of 
Moto 


taxpayer's 
Co., 28 


Subdivided lots held primarily for sale. 


Gain from the sale of lots is held tax- 


able as ordinary income rather than 
capital gain. It was shown that except 
for an inconsequential sale of the fill to 
a racetrack, the original purpose in 
acquiring the tract was to develop, im- 
prove, and sell the lots. The fact that 
a number of lots were sold in combined 
transactions through the granting of an 
option or that the business was con- 
ducted through associates rather than 
personally was not controlling. Cohen, 


TCM 1957-64. 


Father paid his mortgage and “gave” it 
to children; no real debt remains. In 
1947 taxpayer paid off a mortgage on 
property he owned by redeeming 74 
notes secured by a deed of trust. He 


retained the notes but as the property 
of his two minor children. He filed a 
gift-tax return for 1947 reporting cash 
gifts of half the mortgage to each. In 
1949 taxpayer cancelled the notes and 
gave each child his personal note at 4% 
interest. The court holds no valid debt 


was owed to the children and disal- 
lowed as deductions interest paid on the 
notes in 1951 and 1952. This court 


affirms. Brown, CA-8, 3/8/57. 

3e 

Tax Court upheld in disallowing any 
addition to bad debt reserve. Taxpayer, 
a wholesale liquor business, used the re- 
serve method for bad debts. The Tax 
Court disallowed the entire addition to 
the bad debt reserve for the year 1949, 
noting that the balance remaining in 
the reserve account was greater than the 
debts written off in 1949, 
debts of 


and would 


cover the bad the following 
two years. This court affirms. Paramount 


Liquor Co., CA-8, 3/14/57. 


income to accrual- 
basis taxpayer; Tax Court won't follow 
Fourth Circuit. Amounts credited by a 
financing institution to the “dealer's re- 


Dealer’s reserve is 


serve” account of taxpayer, an accrual- 
basis automobile dealer, are income to 
the dealer in the year credited. The Tax 
Court refuses to follow the contrary view 
expressed by the Fourth Circuit in the 
Johnson (233 F2d 952). 
TCM 


case 
1957-45. 


Glover, 


$30,000 to widow (89°, stockholder) of 
executive a gift. The president of a 
soap company, the husband, who owned 
56°, of the common stock, had received 
an annual salary of $30,000. Taxpayer, 
who personally owned 33°, of the com- 
pany’s common stock, acted as secretary 
without 
After his death, 


and director compensation. 

hus- 
stock, 
(taxpayer not 
participating) adopted a resolution call- 
ing for the payment of $30,000, in 18 


her 
band’s heir owned 89°, of the 
the Board of 


when she as 


Directors 


monthly installments, from 1951 to 
1953, to taxpayer in recognition of serv- 
ices rendered by the husband. (There 


was no plan or policy requiring such 


payment.) At issue here is the year 
1952. The court holds that a gift was 
intended, in gratitude and appreciation 
for the successful management of the 
desire to 
assist the widow. [1954 Code Sec. 101(b) 


provides for the exclusion of $5,000 of 


corporation, and out of a 


death benefits paid by an employer. Ed. 
Bankston, DC Tenn., 3/29/59. 
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TAX ASPECTS OF ESTATE PLANNING 


"Estate & vift taxation 


OF INTEREST TO TAX PRACTIONERS 





Need you fear return of payment-of- 


premiums in planning insurance? 


by CHARLES L. B. LOWNDES 


Current rumor says the incidence-of-ownership test for determining taxability of 


life insurance proceeds provided by the 1954 Code may not stand up for long. The 


possibility of a change in this liberal provision of the tax law requires careful eval- 


uation by the practitioner planning an estate. Mr. Lowndes, who is Professor of Law 


at Duke 
of Pittsburgh Law Review. 


briefing on the 


Law School, analyzed this important question recently in the University 
Because it seemed to the editors to be an excellent 


validity of the premium-payment test, particularly basic constitu- 


tional questions affecting the estate tax in the light of the doubt cast on it by the 


recent Kohl case, we have excerpted here the essence of his presentation. 


T° r'HE RECENT Kohl case,1 the Seventh 
Circuit held that the taxation of life 
insurance under the “premium payment 
test” prescribed by Section 811(g) of the 
1939 Code The 
Kohl case merits careful consideration. 
It not only raises problems of the consti- 
tutional 


was unconstitutional. 


basis for taxing inter vivos 
transactions under the federal estate tax, 
but it suggests the appalling possibility 
that the present provisions for taxing 
life insurance under the estate tax may 
be transmuted from an unhappy legisla- 
tive experiment into a_ constitutional 
necessity. 

Ever since the federal estate tax un- 
dertook to provide explicitly for the 
insurance has 
been divided into two classes: (1) insur- 


taxation of life insurance, 
ance receivable by the executor of the 
insured and (2) insurance receivable by 
The taxation of in- 
surance payable to the estate of the in- 
sured, 


other beneficiaries. 
or in the statutory terminology, 
insurance receivable by the executor, has 
never presented any particular difficulty, 
apart from the preliminary problem of 
determining when insurance is payable 
to the insured’s estate and when it is 
payable to other beneficiaries. Once this 
question is settled and it is determined 
that insurance is payable to the estate 


of the insured, it is fully taxable. 

The taxation of insurance payable to 
beneficiaries other than the insured’s es- 
tate under the estate tax has, however, 
been characterized by constant conflict 
and confusion. Prior to the 1942 Act in- 
surance payable to other beneficiaries 
was taxable to the insured’s estate to the 
extent that it was “taken out by the de- 
cedent upon his own life.” It was never 
that the require- 
ment that the insured must have taken 
out insurance on his own life meant that 
he must have applied for the policy. 
However, at times the Treasury contend- 
ed that this meant that the 
must have paid the premiums on the 
policy. At other times the Treasury took 
the position that the requirement meant 
that the insured must have retained in- 


seriously contended 


insured 


cidents of ownership in the insurance up 
until his death. Again, it was ruled that 
payment of premiums or incidents of 
ownership were alternative tests of the 
taxability of insurance payable to other 
beneficiaries; while at other times the 
Treasury took the position that either 
payment of premiums or incidents of 
ownership was the exclusive test of tax- 
ability. 

The confusion, which the Treasury, 
with the aid of the courts, created, 
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reached a climax shortly before the 1942 
Act when it became practically impos- 
sible to determine under what circum- 
stances insurance payable to other bene- 
ficiaries was taxable to the estate of the 
insured. In an effort to clarify the taxa- 
tion of such Congress pro- 
vided in 1942 that insurance payable to 
other beneficiaries should be taxed to 
the estate of the insured if either (1) the 
insured possessed incidents of ownership 
in the insurance at his death; or (2) he 
paid premiums for the insurance. If the 
insured possessed incidents of owner- 
ship, the entire amount of the insurance 
was taxable to his estate. If he retained 
no incidents of ownership, but paid pre- 
miums for the policy, then a part of the 
proceeds proportionate to the part of 
the premiums paid by the decedent were 
taxable to his estate. There was a fur- 
ther provision to prevent the premium 
payment test from operating retroactive- 
ly to the effect that in determining the 
premiums paid by the insured only the 
premiums which he paid after January 
10, 1941, should be counted, provided 
that he possessed no incidents of own- 
ership in the insurance after that date. 
The reason why January 10, 1941, was 
selected as the cut-off date under the 
premium payment test, rather than the 
effective date of the 1942 Act, was that 
on January 10, 1941, the Treasury is- 
sued TD 5032, 1941-3 Cum. Bui. 505, 
which sought to put an end to the then 
prevailing confusion in connection with 


insurance, 


the taxation of life insurance by adopt- 
ing the premium payment test as the 
taxation of life in- 
surance payable to beneficiaries other 


exclusive test for the 


than the estate of the insured. 

Under the 1942 Act, an insured in or- 
der to eliminate insurance from his tax- 
able estate, not only had to divest him- 
self of all incidents of ownership in the 
insurance, he had to find someone sufh- 
ciently affluent (as well as amenable) to 
pay the insurance premiums out of the 
payor’s independent estate. It is true 
that there were borderline cases which 
held that the fact that money originated 
with the insured would not cause the 
premium payments to be attributed to 
the insured, if he gave the money as an 
outright gift. However, the decedent’s 
estate had to sustain the burden of prov- 
ing that the funds were not given for the 
purpose of meeting the premiums. 

The 1954 Code, by repealing the pre- 
mium payment test, solved the estate 
planner’s problem of how to keep insur- 
ance out of the estate of an insured. Un- 
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der Section 2042 of the 1954 Code, in- 
surance payable to other beneficiaries is 
not taxed to the insured’s estate, unless 
he possesses incidents of ownership in 
the insurance at his death. This means, 
of course, that a man may pass on an 
unlimited amount at his death without 
incurring an estate tax by investing in 
life insurance payable to beneficiaries 
other than his estate and divesting him- 
self of all incidents of ownership in the 
insurance during his life. Even though 
the insured pays all the premiums for 
the insurance, it will not be taxed to his 
Of 
taxed to the estate of the insured (or to 


estate. course, insurance may be 
someone else’s estate, for that matter) 
under the 


other than Section 2042. If, however, a 


some section of estate tax 
man divests himself of all incidents of 
ownership in his insurance during his 
life, the only provision under which the 
insurance can be taxed to his estate is 
2035, 
contemplation of death. Moreover, if the 


Section which taxes transfers in 


insured lives more than three years 
after he has assigned his insurance, his 
estate will be protected by the conclu- 
sive presumption that transfers made 
more than three years before the trans- 
feror’s death are not in contemplation 
of death. 

The abolition of the premium pay- 
ment test was justified on the ground 
that this simply put life insurance on 
the 
Stated more fully the argument is that 
if a other kind of 


property during his life, the property 


same footing as other property. 


man transfers any 
will not be taxed to his estate, merely 
because he purchased the property or 
once owned it. Consequently, life insur- 
ance should not be taxed to the in- 
sured’s estate, simply because he paid 
the premiums for the policy. The jus- 
tification for taxing life insurance dif- 
ferently from other property is a point 
to be pondered in connection with the 
discussion of the constitutionality of the 
premium payment test. At this juncture 
it will suffice to record the comment of 
the Democratic minority of the House 
Ways and Means Committee anent the 
analogy between the taxation of insur- 
ance and other property. They said: 
“But life insurance is not like other 
property. It is inherently testamentary 
in nature. It is designed, in effect, to 
serve as a will, regardless of its invest- 
Where. the insured has 
paid premiums on life insurance for the 
purpose of adding to what he leaves be- 
hind at his death for his beneficiaries, 


ment features. 


July 1957 


the insurance proceeds should certainly 
be included in his taxable estate.” 

The peculiar vice of Kohl v. United 
States, which holds that it is unconstitu- 
tional to tax life insurance to the estate 
of the insured because he paid premiums 
for the insurance, is that it threatens to 
interpose a permanent roadblock to any 
equitable system of taxing life insur- 
ance. Under the Kohl case the loophole 
created by Section 2040 of the 1954 
Code in connection with the taxation of 
life insurance achieves the stature of a 
constitutional immunity which Congress 
is powerless to repeal. The Kohl case 
should, therefore, considered care- 
fully, since it reaches to the very root of 
Congress’ power to protect the federal 
estate tax from transactions designed to 


be 


circumvent the tax. 

First of all, it was said that 
unconstitutional to tax insurance to the 
estate of the insured simply because he 
paid premiums for the insurance, where 
the insured completely divested himself 
of all incidents of ownership in the in- 
surance during his life. According to the 
court, if the insured parted with all in- 
cidents of ownership in the insurance 
during his life, there was nothing he 
could transfer at his death. Therefore, 
the tax upon the insurance was neces- 
sarily a direct tax upon the proceeds of 
the insurance, rather than an indirect 
tax upon a transfer of the insurance, and 


it was 


was unconstitutional because it was un- 
apportioned. This argument 
would, of course, have sufficed to invali- 
date the tax in the Kohl case. However, 
the tax was condemned again on the 


alone 


ground that it was retroactive and “so 
arbitrary and capricious as to amount to 
a deprivation of property without due 
process of law.” The court’s reasoning 
with respect to the retroactive point was 
that the insurance would not have been 
taxed under the law in effect at the time 
it was assigned before the 1942 Act, and 
it was, therefore, unfair to tax it under 
1942 Act in effect at the insured’s 
death. 


the 


Although both branches of the opin- 
United States are inter- 
esting, the more important aspect of the 
case is the holding that the premium 


ion in Kohl v. 


payment test for taxing life insurance is 
unconstitutional, since if this stands, it 
will preclude Congress from resorting to 
this method of taxing life insurance in 
the future. 

In the Kohl case the court concluded 
that taxing insurance to the estate of an 
insured who had divested himself of all 


incidents of ownership was necessarily 
a direct tax upon the proceeds of the 
insurance, because there was no testa- 
mentary transfer to which the tax could 
attach. The fact that the tax was not a 
tax upon a testamentary transfer does 
not preclude the possibility that it was 
a tax upon an inter vivos transfer, which 
indeed it actually was. Under the 1942 
Act insurance was taxed to the estate of 
a decedent who possessed no incidents 
of ownership only to the extent that the 
decedent paid premiums. This would 
seem to indicate pretty clearly that the 
subject of the tax was the inter vivos 
transfer of the part of the insurance 
purchased by the decedent. Since the tax 
was limited to a situation where there 
was either a testamentary transfer be- 
cause the insured possessed incidents of 
ownership at his death, or an inter vivos 
transfer because the insured paid pre- 
miums for the insurance, it seems plain 
that the tax was upon a transfer of the 
insurance, rather than a direct tax upon 
the insurance itself. 

An estate tax which was confined to 
taxing strictly testamentary 
would present an open invitation to tax 
avoidance. Consequently, ever since the 
inception of the federal estate tax, Con- 
gress has surrounded the primary taxes 
on transfers by will and intestacy by a 
periphery of protective taxes upon inter 
the 


transfers 


vivos transactions which have sub- 
stantial advantages of a will and might 
be resorted to to escape the estate tax. 
The federal constitution does not, of 
course, contain a single syllable about 
what Congress may or may not tax un- 
der an estate tax. Consequently in de- 
vising arguments against the constitu- 
tionality of taxing inter vivos transfers 
under the estate tax, taxpayers have re- 
sorted to some general constitutional 
guarantee. The two favorites have been 
the provision which requires direct taxes 
to be apportioned and the due process 
clause of the fifth amendment. 
The the direct 
clause has usually taken the form in 


invocation of tax 
which it appeared in the Kohl case. 
Where a decedent transferred his inter- 
est in property during his life so that 
nothing was left to pass at his death, it 
has been argued that since there was no 
transfer at death to which the tax could 
attach, it was necessarily a direct tax 
upon the property included in the gross 
estate, rather than an indirect tax upon 
the transfer of this property, and was 
unconstitutional because unapportioned. 
This argument has never prevailed be- 
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fore the Supreme Court. 

Conceivably, if the federal estate tax 
should ever undertake to tax property 
which never belonged to a decedent and 
which the decedent had not transferred 
either during his life or at his death, the 
tax might be successfully challenged as 
a direct and unapportioned tax. But as 
long as the federal estate tax confines 
itself to taxing either testamentary or 
vivos transfers, there seems little 
possibility that the Supreme Court will 
condemn it as a direct and unappor- 


inte1 


tioned tax. 

Upon the Supreme Court’s refusal to 
treat a tax upon an inter vivos transfer 
as a direct tax simply because there was 


no testamentary transfer, taxpayers 


shifted their attack to the ground that 
such a tax was so arbitrary and capri- 
cious that it violated due process. The 
argument was set out in Heiner v. Don- 
nan.” Sutherland’s opinion there laid 
down the “testamentary transfer” test of 
the constitutionality of a tax under the 
estate tax. According to this theory, it is 
unconstitutional to tax a transfer under 
the estate tax unless it is a testamentary 
transfer. 

Mr. Justice Stone disagreed with the 
majority in Heiner v. Donnan and wrote 
a brilliant dissenting opinion whose ra- 
tionale was destined to become the rea- 
soning of the majority of the Court in 
later cases. Stone pointed out that Con- 
gress has power to tax inter vivos as well 
as testamentary transfers and is perfectly 
free to label a tax upon an inter vivos 
transfer an estate tax. Consequently, 
there is no constitutional prohibition 
against taxing inter vivos transfers un- 
der the estate tax as long as the tax is 
not so arbitrary that it offends due proc- 
ess. Stone then proceeded to recount the 
Government’s singular lack of success in 


1226F2d 381 (7th Cir. 1955). The government 
has indicated it will not appeal. 

* Heiner v. Donnan, 285 U.S. 312 (1932). 

*270 U.S. 230 (1926). 

*H. R. Rep. No. 1337, 83d Cong., 2d Sess. 14, 15 
(1954). 

° For example, suppose that A, a married man, 
can purchase an insurance policy on his life for 
$150,000 for an annual premium of $6,000. If A 
insures his life for this amount and assigns the 
policy at once to his son, S, he can avoid any 
gift tax on the assignment by splitting the gift 
of the policy with his wife and excluding the 
replacement value of the policy from their tax- 
able gifts under their combined exclusions of 
$6,000. In future years A can continue to pay 
the premiums on the policies and escape any gift 
tax on these premiums by splitting the gifts of 
the premiums with his wife, so that they pass 
tax free under the $6,000 combined exclusions. 
The final result, if the insurance is not taxed to 
A’s estate, is that he will be able to give away 
$150,000 without incurring either a gift or an 
estate tax. If he were willing to pay a gift tax 
on a small fraction of the face amount of the 
insurance on his life, A could, of course, avoid 
an estate tax on a vastly larger amount of in- 
surance. 

® Helvering v. Bullard, 303 U.S. 297 (1938); Hel- 
vering v. City Bank Farmers Trust Co., 296 
U.S. 85 (1935). 


taxing gifts in contemplation of death 
and to demonstrate that the only way 
in which the tax could be effectively en- 
forced was by means of some sort of con- 
clusive presumption. He felt that it was 
reasonable to tax transfers within two 
years of the transferor’s death under the 
estate tax, since this was necessary to 
enforce the tax on transfers in contem- 
plation of death and to prevent avoid- 
ance of the estate tax. Mr. Justice 
Stone’s theory that it is constitutional to 
tax inter vivos transfers under the estate 
tax as long as this is reasonably neces- 
sary to prevent avoidance of the tax has 
been called the “penumbra” theory, 
after an expression used by Justice 
Holmes in Schlesinger v. Wisconsin. Al- 
though the Supreme Court has never 
overruled Heiner v. Donnan explicitly, 
it has repudiated the reasoning of the 
majority in that case and espoused the 
position taken by Mr. Justice Stone in 
his dissent. 

The relation of this rather extended 
digression into the constitutional basis 
for taxing inter vivos transfers under the 
estate tax to the Kohl case is that it may 
serve to bring the problem of that case 
into clearer focus. Taxing insurance to 
the estate of the insured under the pre- 
mium payment test does not involve a 
direct tax upon the proceeds of the in- 
surance which is unconstitutional be- 
cause it is unapportioned. The tax is an 
indirect tax upon the transfer of that 
portion of the insurance purchased by 
the premiums paid by the insured. But 
even though the tax is an indirect tax 
upon an inter vivos transfer that does 
not necessarily mean that it is constitu- 
tional. It can still be argued that the 
taxation of this type of transfer under 
the estate tax is so arbitrary and capri- 
cious that it violates due process. Spelled 
out more fully, this argument would be 
that the estate tax does not tax prop- 
erty of a decedent who completely di- 
vested himself of all ownership and did 
not transfer it in contemplation of 
death, merely because he paid the pur- 
chase price for the property. To single 
out life for different treat- 
ment is so unfair that it violates due 
process. This argument can be answered 
as the Democratic minority answered it 
in speaking about Section 2042 of the 
1954 Code by saying that life insurance 
is not like other property, but is “inher- 
ently testamentary in nature” and, there- 
fore, should be taxed differently under 
the estate tax.4 

If you divorce yourself from meta- 


insurance 
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physical conceptions of testamentary 
transfers, it is practically impossible to 
escape the conclusion that the fairest 
way to tax life insurance under the es- 
tate tax is under the premium payment 
test. Limiting the tax on life insurance 
to a situation where the insured pos- 
sessed incidents of ownership in the in- 
surance at his death opens the door to 
major tax avoidance. Conceivably, con- 
fining the estate taxation of other types 
of property than life insurance to situa- 
tions where there is a transfer in con- 
templation of death, or a transfer which 
is incomplete until the _ transferor’s 
death, affords adequate protection 
against avoidance of the tax by inter 
vivos transfers of such property. This 
type of tax will not, however, suffice to 
discourage avoidance of the estate tax 
in the case of life insurance. A man can- 
not transfer property other than insur- 
ance during his life without incurring a 
gift tax and without forfeiting the pres- 
ent enjoyment of the property. These 
may be sufficient deterrents to discour- 
age avoidance of the estate tax by such 
transfers. 

However, insurance presents a differ- 
ent situation. Apart from the exception- 
al case where insurance has built up a 
cash surrender value equal to the face 
amount of the policy, a man can trans- 
fer insurance on his life by paying a gift 
tax on the replacement value of the 
policy which is usually only a fraction 
of the of the 
which under the estate tax. 


face amount insurance 
is taxable 
He can continue to pay premiums on 
the insurance without paying any gift 
tax on these payments because they fall 
under the annual exclusion allowed by 
the gift tax.5 Obviously, the gift tax is 
no deterrent to transfering insurance in 
order to get it out of the transferor’s 
estate. Nor is the threat of the loss of 
present enjoyment a deterrent to the 
assignment of life insurance in the ordi- 
nary case. A man does not buy insur- 
ance on his life so that he can use and 
enjoy it during his life as he would an 
automobile. The only detriment which 
a man might suffer by divesting himself 
of incidents of ownership in his insur- 
ance during his life would be that he 
could not cash in the policy or borrow 
upon it after he had assigned it. In most 
cases, however, this detriment is more 
theoretical than actual. Insurance is 
usually assigned to a close relative of the 
insured as part of a family transaction. 
In most cases where an insured has as- 
signed his insurance to his wife or his 
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child in order to divest himself of inci- 
dents of ownership in the insurance, he 
would experience very little real difh- 
culty in persuading the assignee to re- 
assign the insurance to him if he needed 
it during his life. 

The 
and other types of property and the rea- 


differences between insurance 
sons for taxing insurance to the estate 
of the insured under the premium pay- 
ment test are so obvious that it seems 
needless to amplify them. Anyone who 
has scanned the periodical literature dis- 
cussing the estate taxation of insurance 
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under the 1954 Code, or who has been 
subjected to the propaganda of the “es- 
tate planners,” can scarcely fail to real- 
ize that in repealing the premium pay- 
ment test the 1954 Code opened the 
door to major tax avoidance. If the taxa- 
tion of insurance under the premium 
payment test, or some equivalent rule, 
is unconstitutional then the decisions of 
the Supreme Court to the effect that an 
inter vivos transfer may be taxed under 
the estate tax where this is reasonably 
necessary to prevent avoidance of the 
tax.6 are completely meaningless. % 


Two estate planning devices: life insurance 


trusts; employees death benefits 


[I Ocroser of last year, the Treasury 
issued proposed Regulations for the 
estate tax; and in January of this year, 
proposed Regulations for the gift tax. 
Basically the proposed Regulations do 
not change very much. They clear up a 
few doubtful areas and point up certain 
dangers which must be avoided, and 
here and there raise some new problems; 
but fundamentally estate and gift plan- 
ning remains very much the same as be- 
fore. 

This is the conclusion arrived at by 
Sydney C. 
firm of 


Winton, partner in the law 
Hays, Sklar & Herzberg, New 
York City. He explored this field in a 
talk given at a recent luncheon confer- 
ence of the Federal Bar Association of 
New York, New Jersey and Connecticut. 
His paper covered a great many of the 
problems confronting the estate planner. 
In the next few months we will bring 
you his comments on some other of the 
topics that are of wide interest. We be- 
gin here with the life insurance trust. 
As Mr. Winton points out, this device 
is widely used for family and financial 
reasons. An income-producing trust pay- 
ing the premiums on insurance in the 
trust is an assured inheritance pro- 
tected against economic hazards or the 
donor’s change of heart. 


Tax on gifts of insurance 

Generally only gifts of present inter- 
ests are entitled to the $3,000 exclusion 
from taxable gifts allowed by the In- 
ternal Revenue Code of 1954,? he con- 
tinued. Under the regulations, a gift of 
a life insurance policy to, one donee 
qualifies for the exclusion as a gift of a 
present interest. Consequently, such a 


gift of a policy worth $3,000 would not 
be subject to gift tax. Although the regu- 
lations are silent, a gift of a policy to 
more than one beneficiary jointly may 
be a gift of a future interest.4 When we 
turn to the insurance trust, however, it 
is clear that gifts of insurance in trust 
are not eligible for the exclusion when 
the trust is unfunded—or if the trust is 
funded and the income is used to pay 
the premiums.® But if the trust contains 
policies which are paid up and other 
property whouse income is currently dis- 
tributable, the exclusion is available. 


Contemplation of death? 


Another problem of insurance trusts 
is that they are presumably gifts in con- 
templation of death and therefore in- 
This 


problem has been practically solved for 


cludible in the donor’s estate. 
the young, vigorous donor expected to 
live more than three years by the three- 
year rule, ie., that no transfer made 
more than three years before the dece- 
dent’s death shall be treated as having 
been made in contemplation of death.® 
There is always, of course, the risk of 
premature death within three years. But 
that risk is lessened by a recent trend in 
the cases to find lifetime purposes for 
the establishment of insurance trusts.7 
Nevertheless, the cautious estate plan- 
ner will keep in mind that insurance 
trusts are still likely to be held to be in 
contemplation of death.§ 

The regulations are silent as to the 
treatment of premiums paid in contem- 
plation of death. Must there be includ- 
ed in the estate a portion of the pro- 
ceeds of the insurance based on the ratio 
of the premiums paid in contemplation 


of death to total premiums paid where 
the decedent assigned the policy more 
than three years before his death?® If 
within the three-year period before his 
death the decedent paid the premiums 
on the policy, his gross estate will in- 
clude at least such premium payments — 
and there is a serious risk that the gross 
estate will include a portion of the in- 
surance proceeds proportionate to the 
premiums so paid within the three-year 
period. 


Don’t have insured as trustee 


If you do set up an insurance trust, 
avoid having the insured as a trustee. 
In general, almost any trust instrument 
would be deemed to confer incidents of 
ownership upon the trustee, resulting in 
taxation of the insurance in the estate 
of the trustee-insured. Commissioner v. 
Estate of Karagheusian’® has been codi- 
fied in the proposed regulations. In that 
case, the decedent’s wife took out insur- 
ance on his life which she transferred to 
benefit of herself and 
their daughter. She had the right to 
amend or revoke the trust with the con- 
sent of the decedent and the daughter. 
The fact that the decedent’s consent was 
required was held to be an incident of 
ownership in him, making the proceeds 
of the insurance taxable in his estate. 

Estate planners will also bear in mind 
the decision in Estate of Goldstein, 122 
F. Supp. 677 (Ct. Cl., 1954), where dece- 
dent had assigned policies to his daugh- 
ters but during his lifetime his written 


a trust for the 


consent was necessary before they could 
exercise the right to assign or change 
beneficiaries. It was held that the dece- 
dent had an incident of ownership ren- 
dering the insurance proceeds taxable in 
her estate. The proposed regulations go 
further. They! provide: 

“(4) A decedent is considered to have 
an ‘incident of ownership’ in an insur- 
ance policy held in trust if, under the 
terms of the policy, the decedent (either 
alone or in conjunction with another 
person or persons) has the power (as 


1 The Proposed Estate Tax Regulations were pub- 
lished in the Federal Register of October 16, 
1956; and the Proposed Gift Tax Regulations in 
the Federal Register of January 3, 1957. Cita- 
tions to Proposed Gift Tax Regulations are pre- 
ceded by the number 25; those to estate tax by 
20. 

2 IRC, § 2503(b). 

® Reg. 25.2503-3(a); see also, Example 6 in sub- 
paragraph (c). 

‘John M. Smythe, 2 T.C.M. 4 (1943). 

5 Reg. 25.2503-3(c), Example 2. 

® IRC, § 2035(b). 

7 Aaron’s Estate v. Comm’r, 224 F2d 313 3rd Cir. 
1955); Richards, 20 TC 904 (1953). 

* Garrett Estate v. Comm’r, 180 F2d 955 (2d Cir. 
1950). 

* Cf. Liebman v. Hassett, 148 F2d 247 (1st Cir., 


1948). 
10 233 F2d 197 (2d Cir., 1956). 
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trustee or otherwise) to change the bene- 
ficial ownership in the policy or its pro- 
ceeds, or the time or manner of enjoy- 
ment thereof, even though the decedent 
has no beneficial interest in the trust. 
Moreover, such a power may result in 
the inclusion in the decedent’s gross es- 
tate under section 2036 or 2038 of the 
other property held in the trust if, for 
example, the decedent has the power to 
surrender the insurance policy and if the 
income used to pay premiums on the 
policy would be currently payable to a 
beneficiary of the trust in the event that 
the policy were surrendered.” 

It will be noted that under this pro- 
posed Regulation if the insured has put 
other property in the trust, such other 
property may be taxed in his estate. In 
the ordinary insurance trust, the trustee 
has the power to surrender the insur- 
ance, and this apparently would be 
deemed a power to change the time of 
the enjoyment of the trust income be- 
cause payment of the insurance premium 
out of trust income while the policies 
in force is in effect an accumulation 
of income.!2 If the policies are surren- 


are 


dered under the average trust, the in- 
come would become currently distribut- 
able to the beneficiaries. The net effect 
is, by deciding whether or not to retain 
the policies and pay the premiums 
thereon, the trustee has the power to ac- 
of the 


one should avoid the in- 


cumulate or distribute income 


trust. Thus, 
sured as trustee of an insurance trust. 


It is sometimes thought that insurance 


trusts have very little tax advantage 
either from an estate or income tax view- 
point. The grantor is taxable on the in- 
come.!8 The setting up of the trust is 
taxable as a gift and yet the proceeds 
may be taxed in the decedent’s estate. If 
the 
decedent does not possess any incidents 
of ownership and the transfer was made 
prior to three years before death, the 


the insurance trust is irrevocable, 


insurance will not be included in the 
in sured’s gross estate. The insured will 
have to pay gift tax on the creation of 
the trust, but: 

1. the insured will pay gift tax on the 
value of the policies at the time of the 
gift instead of estate tax on the full 
face amount of the policies; and 

2. the insured has a $30,000 gift tax 
exemption which can be increased to 
$60,000 if the gift is split; and 

3. the gift tax rates are lower than the 


estate tax. 


Change of beneficiary 


Incidentally I’d like to bring to your 
attention another pitfall in insurance 
planning. This doesn’t concern trusts— 
indeed it is a far more common situa- 
tion—a policy assigned by the insured 
to someone else. For example, take a 
policy which has been transferred by the 
husband to his wife. In such a case, if 
the wife even revocably should designate 
a child as the beneficiary, then on the 
husband’s death there would be a tax- 
able gift of the proceeds of the insur- 
ance by the wife to the child.14 


PENSION AND PROFIT-SHARING PLANS 


Death 
proved pension or profit sharing plan 
are 


benefits of a ‘Treasury-ap- 
exempt from estate tax if payable 
to a beneficiary other than the execu- 
tor.15 It is possible to extend this ex- 
emption to cover an additional genera- 
tion by having the employee revocably 
make the death benefits payable to a 
trust for his wife for life with remainder 


to his children. If this is done, the estate 


1 § 20.2042-1(c) (4). 
2 ef. N. Y. Personal Property Law § 16. 


’WIRC, § 677(a) (3). 
14 Adele F. Goodman, 4 TC 191; cf. Reg. 25.2511-1 
(gz. Example 9. 


IRC, § 2039(c). 

16 Rev. Rul. 56-656, Int. Rev. Bull. 56-51, p. 13. 
17 Reg. 25.2511-1(g), Example 10. “If under a 
pension plan (pursuant to which he has an un- 
qualified right to an annuity) an employee has 
an option to take either a retirement annuity 
for himself alone or a smaller annuity for him- 
self with a survivorship annuity payable to his 
wife, an irrevocable election by the employee to 
take the reduced annuity in order that an an- 
nuity may be paid, after the employee’s death, to 
his wife results in a taxable gift.” 

18 § 2039(c). 

1 Reg. 20.2039-1(b), Example 3. 

20 Reg. 20.2039-1(b). 

21 Example 5, § 20.2039-1(b), 


tax on the succession from his wife to 
his children can be avoided. A recent 
ruling,16 however, indicates that if the 
employee is to receive no lifetime bene- 
fits and the designation is irrevocable, 
the plan could not qualify as an ap- 
proved plan under § 401 of the Code. 
The Service ruled here that a qualified 
plan may not permit an_ irrevocable 
election to defer all benefits until after 
death. A plan can qualify only if the 
benefits are payable at times set out by 
the Code: death, retirement, severance, 
illness, etc. It said that payment to a 
beneficiary would not meet the statutory 
requirement. 

A possible gift tax trap is created by 
the regulations.17 If under a pension 
plan pursuant to which an employee has 
an unqualified right to an annuity, he 
has an option to take either a retire- 
ment annuity for himself alone or a 
smaller annuity for himself with a sur- 


Estate and gift taxation + 53 


vivorship the proposed Regulations pro- 
vide that he makes a taxable gift of an 
annuity his by making an 
irrevocable election to take the reduced 
annuity so that his wife will receive 


to wife 


the survivorship annuity. This proposed 
Regulation has been the subject of great 
controversy; it is understood the Mills 
Committee will include in its proposed 
“loophole closing” bill a provision to 
exempt from gift tax an irrevocable 
election to give survivorship benefits 
under a qualified plan. 

As to estate tax, however, note that 
such benefits the under an 
approved plan would be free of estate 


to wife 
tax in the husband’s estate whether or 
not the election is revocable. 

It should be observed that the same 
danger of gift taxation is inherent in 
deferred salary arrangements where the 
wife is given a vested right to payments 
after the employee’s death. 

The gift tax Regulations leave con- 
siderable doubt as to what constitutes 
an “unqualified right” to an annuity. 
Is a partially forfeitable right or one 
contingent on future services or per- 
formance of a non-competition clause an 
right forfeitable 
only for misconduct is regarded by the 
proposed estate tax Regulations as an 


unqualified right? A 


enforcible and non-forfeitable right for 
estate tax.19 

The estate tax Regulations make it 
clear that under a non-qualified annuity 
plan, payments to the employee’s bene- 
ficiary are generally taxable in his estate 
if the employee was actually receiving 
payments during his life (even if his 
rights were forfeitable and non-vested) 
or if he had an enforcible right to re- 
ceive payments at some time in the fu- 
ture, as on reaching a given age.?° 

The proposed Regulations indicate in 
an example that an unapproved annuity 
may possibly be estate-taxable apart from 
Section 2039. The example?! involves 
an unapproved plan under which con- 
tributions are made by an employer to 
a retirement fund. The employee is to 
receive half if he reaches age 60; and 
his designated beneficiary is to receive 
the other half 
death or, if the employee dies before 
reaching age 60, the beneficiary is to 
get the entire amount to the employee’s 
credit. If the employee reaches age 60 
and receives his half and then dies, the 
other half payable to the beneficiary es- 
capes tax under Section 2039 because at 
the time of the employee’s death he was 
not entitled to any payments and was 


upon the employee's 
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not in fact receiving any payments. 
The Regulation “Since such 
payment to the employee was not pay- 
able for his life or for any period not 
without reference to his 


Says: 


ascertainable 
death, or for any period which did not 
in fact end before his death, the amount 
of the payment to the designated bene- 
ficiary is not includible in the decedent’s 
gross estate under this Section. How- 
ever, the beneficiary's payment may be 
includible in the decedent’s gross estate 
under some other Section of part 3 of 
subchapter A of chapter 11.” 

It is not indicated how, but possibly 
the Treasury believes an annuity pay- 
able on the employee’s death to the em- 
ployee’s beneficiary could be challenged 
transfer taxable under Sections 
2036, 2037 or 2038 of the Code — a very 
debatable position under the cases.?2 


as a 


This example is interesting also as indi- 
cating a death payment which may es- 
cape taxation under Section 2039 of the 
Code.28 

The example suggests that a contract 
which provides only a death benefit to 
a named beneficiary of the employee 
would not be taxable under Section 
2039. If it also appeared that the em- 
ployee had no right to change the bene- 
ficiary and had no reversionary interest, 
then it would seem that the value of the 
death benefit would not be included in 
the gross estate under any section of the 
Code.?4 * 
2 Twogood Estate, 194 F2d 627 (2nd Cir. 1952); 
Higgs Estate v. Comm’r, 184 F2d 427 (3rd Cir. 
1950). 
% Though as the 
possibly be taxed 
Code. 
% (See Bilder, Death Benefits Paid Under an Ex- 
press Contract, 34 Taxes 529 (1956)). The only 
argument that the Commissioner could make 
would be that the payment of salary to the em- 
ployee is an “annuity or other payment” pay- 
able to the employee sufficient to render the 
death benefit includible under § 2039, but it 


seems a completely untenable construction of the 
section. 


Regulation indicates it may 
under other sections of the 


PLI releases two new 
trust and estate monographs 


The Estate Tax, a 242-page monograph, 
and Tax Management of Estates and 
Trusts, a panel discussion by 13 tax and 
estate law experts, have been published 
recently by the Practising Law Institute, 
New York. Both publications are de- 
signed for use in estate planning and 
administrative work. They explain com- 
prehensively the tax laws and their prac- 
tical application to estate matters. 

The Estate Tax is a compendium of 
the Federal law in this field and of prac- 
tice and procedure under it. It includes 
an examination of the composition of 


July 1957 


the gross estate, with special reference 
to transactions in contemplation of 
death, incomplete lifetime transfers, life 
insurance, annuity and similar con- 
tracts, joint interests and powers of ap- 
pointment. Deductions from the taxable 
estate are taken up in considerable de- 
tail, including expenses, claims, mort- 
gages, indebtedness, charitable deduc- 
tions and the marital deduction. Credits 
for gift, state, foreign taxes and taxes on 
prior transfers are carefully analyzed. A 
section on practice and procedure ex- 
plains what to do and when, in dealing 
with the Treasury Department. Finally, 
fifty pages are devoted to facsimiles of 
properly filled-in tax forms. 

Tax Management of Estates and 
Trusts discusses the handling of the tax 
problems in administering a small es- 
tate, a medium-size estate and a large es- 
tate. The panelists show how to apply 
the rules and indicate the most advan- 
tageous solution of typical problems. 

The two publications examine ex- 
pense items which are deductible from 
the probate estate and the factors to be 
considered in deciding whether to de- 
duct certain administration expenses on 
the estate’s income tax return or on the 
estate tax return; distributing or re- 
deeming Government Savings Bonds; 
deciding what to do with unexercised 
stock options; the operation of the at- 
tribution rules in determining whether 
or not a stock redemption has dividend 
consequences; the decedent’s participa- 
tion in pension, profit-sharing and an- 
nuity plans; transfers taxable to persons 
other than the grantor; when setting up 
the residuary and other trusts early will 
effect tax savings; how to make corpus 
distributions and distributions in kind. 


The Estate Tax is written by James B, 
Lewis, a former Treasury Department 
official, now a member of the New York 
City law firm of Paul, Weiss, Rifkind, 
Wharton & Garrison. It may be pur 
chased for $3. 

Tax Management of Estates and 
Trusts sells for $3.50. * 


Tax planning and advanced 
life underwriting 


WiLL1aM J. Bowe, who has often graced 
these pages, has done a remarkable job 
of making understandable tax conse- 
quences of life insurance. In a new book 
written for the State Farm Life Insur. 
ance Co., of which he is Tax Counsel, 
he sets forth at a technical level com- 
prehensible to the company’s underwrit- 
ers, the essence of taxation of insurance. 

Even more remarkable is the fact that 
this 231 page, size 814 x 11 inches, can 
be bought for only one dollar! 

Mr. Bowe covers the nature of busi- 
ness life insurance, relations between the 
underwriter and lawyers, accountants, 
clients and trust officers, and the kinds 
and uses of the several forms of insur- 
ance. Another section is devoted to per- 
sonal life insurance. Several chapters on 
conduct of insurance personnel involved 
are included. Illustrative forms are scat- 
tered throughout the book. 

While the book is written mainly for 
insurance men, many practitioners will 
find it of use it orienting themselves on 
tax consequences of various kinds of 
life-insurance transactions. 

Mr. Bowe is best known as Professor 
of Law at Vanderbilt University. The 
book may be obtained from the com- 
pany in Bloomington, Illinois for $1. * 


New trusts & estates decisions 


Deferred contingencies terminated at 
death. Decedent was a vice-president of 


Gimbel Brothers in charge of their Pitts- 
burgh department store. His employ- 
ment contracts provided for annual pay- 
ments of $6,000 a year for 15 years 
after his employment was terminated 
by death or otherwise, but the payments 
would be reduced or eliminated if he 
engaged in a competing business or if 
his earnings reached a certain level. The 
District Court held that the contract 
right was to be valued at the moment 
before death; at that moment the right 





was subject to contingencies solely 
within decedent’s control and thus had 
market value. This court reverses. 
The estate tax is based on values which 
are transferred as a result of death. De- 
cedent’s death eliminated any 
gencies as to receipt of these payments. 
The proper valuation of the contract 
is the present value of the right to re- 
ceive $6,000 a year for 15 years. Blum 
Estate (Goodman, Adm.), CA-3, 4/12/57. 
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1936 created 
irrevocable trusts, each naming the other 
as beneficiary for life and reserving a 
life estate after the death 
of the spouse. Upon the wife’s death 
1947 the value of the trust created 
her husband was included in her 
gross estate under the reciprocal trust 
doctrine. After the wife’s death the hus- 
the 


decedent and his wife 


secondary 
in 


by 


this 
trust. The estate argued that the re- 


band received income from 
ciprocal trusts doctrine must be applied 
here as it was in the wife’s estate. Since 
she was treated as the grantor of this 
identical trust it cannot be included in 
his estate; though he retained interests 
he was merely the nominal not the real 
grantor. However, the court holds that 
the literal language of the Code ap- 
the holds the 
trust is taxable in his estate as a trans- 
fer with a retained life interest. [The 
treatment of the trust created by the 


plies. ‘I herefore court 


wife in which decedent originally held 
a life estate was not at issue since de- 
interest in this 
trust in 1949. Ed.] Nor is the estate of 
the 


cedent renounced his 
deduction 
for property previously taxed. This de- 
replaced by a 
credit in the 1954 Code, Ed.] is allow- 
able only if the previously taxed prop- 


husband entitled to a 


duction, [which was 


erty was transferred by a prior dece- 
dent; the trust here involved was created 
decedent and the interest reverted 
under the terms of the instru- 
ment. Guenzel Estate, 28 TC No. 10. 


by 


to him 


Previously taxed property is net of 
taxes paid by recipient. As joint tenant, 
decedent succeeded to property included 
in his wife’s gross estate. Under ap- 
plicable New York law he became liable 
for the estate taxes attributable to this 
property. He never paid the tax, but 
it was a debt of his estate to hers. The 
court holds that in computing the de- 
duction for property previously taxed, 
the amount of estate tax payable on 


this property must be deducted from 
the value of the property as represent- 
ing the net amount transferred to this 
decedent. (The 1954 Code replaces the 
deduction for property previously taxed 
with a credit, but the principle of this 
decision is applicable.) Osborn Estate, 
27 TC No. 13. 

Donor taxed on retained-interest trust; 
she, not husband’s estate made the gift. 
Decedent’s husband died in 1930 and 
his son expressed dissatisfaction with 


the will. In 1931 decedent transferred 


$50,000 of securities in trust with in- 
come to the son for his life. The wife’s 
estate now argues that the 1931] trust 
was in reality part of the settlement of 
the father’s estate and not a gift by 
her. The court holds she was the sole 
grantor of the trust and since she re- 
tained the right to change the remainder 
beneficiaries the trust corpus is in- 
cludible in her estate. The creation of 
this trust was a transfer of her 
property and settlement 
over her husband's will since 
the time in which the son could con- 
test his father’s will had expired before 
the trust was created. Bailey Estate, 
CA-2, 4/5/57. 


own 
not a of a 


contest 


Value of survivor's annuity held taxable. 
Decedent had purchased a joint and 
survivor annuity providing income to 
herself for life and then for the life 
of In a brief memorandum 
opinion the court finds the value of the 
survivor's annuity is includible in de- 
cedent’s estate as a transfer with income 
retained. The relief provided by the 
Technical Changes Act of 1949 is not 
applicable to this situation. 
Assignee, DC IIl., 3/6/57. 


another. 


Forster, 


Decedent’s share of joint income tax for 
year of death determined. In Rev. Rul. 
56-290, the that 
the decedent’s share of income tax for 


Commissioner ruled 


the year of his death paid on a joint 
return with the surviving spouse is the 
proportion of the joint tax which dece- 
dent’s separate tax would bear to the 
combined separate taxes. This compu- 
tation will determine if decedent has 
underpaid or overpaid his tax and thus 
whether the estate has a debt or a claim 
for its estate 
turn. This ruling now makes it clear 
that the periods for which the separate 
taxes are computed are the period up to 
date of death for decedent and the en- 
tire year for the 
spouse. Rev. Rul. 57-78. 


income taxes in tax re- 


taxable surviving 


Marital deduction lost because of sur- 
vival requirement in life insurance 
beneficiary clause. The beneficiary 
clauses of two insurance policies on de- 
cedent’s life named his widow as bene- 
ficiary but provided for payment to his 
estate if she died before delivery of 
proof of decedent's death to the insur- 
Since the widow must 
survive a certain event in order to re- 
ceive the proceeds, and since this event 
may not necessarily occur within six 


ance company. 
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months of decedent’s death, her in- 
terest in the policies is a terminable in- 
terest which does not qualify for the 
marital deduction. DeRoy Estate, Eggles- 
ton, Exrs., DC Pa., 3/29/57. 


Valuation of interest under partner- 
ship agreement fixes estate tax. The 
partnership agreement between dece- 
dent and his partner provided that in 
the event of the death of either, the 
survivor would pay the value of the 
deceased partner’s interest to his estate 
but that goodwill “shall not be con- 
sidered an asset of the partnership for 
any purpose ” This provi- 
sion, the court holds, controls the estate 
tax valuation, which must be made with- 
out consideration of goodwill. The part- 
nership agreement also provided that 
payments, made in installments, should 
bear 6% Decedent's estate 
settled with the surviving partner the 
obligation to pay interest and also de- 
cedent’s the profits of the 
remainder of the fiscal year after his 
death for a total of $22,600. This full 
amount is included in decedent’s gross 
estate despite the fact that the profit was 
reported in income tax returns as in- 
come of the estate. Mandel Estate, DC 
N. Y., 1/12/57. 


whatsoever. 


interest. 


share of 


Widow’s acquiscence in husband’s dispo- 
sition of community property is gift of 
excess over rights retained [Non-acqui- 
escence|. The tax payer’s husband pro- 
vided by will that his wife receive $35,- 
000 plus the income for her life from a 
trust of the residue. However the prop- 
erty was community property and the 
taxpayer-wife’s share was worth some 
$600,000. The 
that she made a gift of the remainder 
interest in $600,000 to the remainder- 
man under the trust, her son. The Tax 
Court agreed she made a gift, but held it 


Commissioner asserted 


was the excess of the value so given up 
over what she obtained under the will— 
the $35,000 and the life interest she re- 
ceived in the husband's half of the com- 
munity property. Siegel, 26 TC 743, non 
acq., IRB 1947-17. Similarly Moran 
(Chase Nat’l Bank trustee and alleged 
transferee), 25 TC 617, non-acq., IRB 
1957-17. 


Political contributions may be taxable 
gifts. The Service reminds taxpayers that 
a gift tax return and donee’s informa- 
tion return must be filed reporting any 
political contributions of $3,000. or 


more. Info. Rel., IR-188. 
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CCOUNTANTS 


Professional responsibility of CPAs in 


tax practice analyzed 


— RULES governing the conduct 
-4 of certified public accountants in tax 
practice are given what is probably their 
most comprehensive analysis in John L. 
Carey’s new book. “Since CPAs’ basic 
rules of professional ethics were first 
Mr. 
work has come to occupy a much larger 
part of the time and efforts of CPAs. 
When the 
established, auditing was the principal 


developed,” Carey tells us, “tax 


first ethical standards were 
work of the professional public accoun- 
tant. The ethical 
quently, aimed principally at questions 


rules were, conse- 
which arose in the audit engagement. 
Now that tax work has become so im- 
portant a part of the CPA’s practice, it 
seems desirable that ethical concepts be 
expanded to provide guidance for CPAs 
in their tax work.” 

Ethical for CPAs as 
well as for lawyers are given increased 


considerations 


current importance, also, by the Treas- 
ury’s recent statement interpreting Cir- 
cular 230 in which it said that both en- 
rolled attorneys and agents must observe 
ethical standards of their professions in 
deciding what came within the scope of 
their professional competence in prac- 
tice before the Treasury Department. 
In defining CPAs’ ethical standards, 
we doubt that John L. Carey has a peer. 
Over the period of many years he has 
been a dedicated student of the matter. 
His first book Professional Ethics of 
Public Accounting (1946) has been the 
standard reference for accountants’ pro- 
fessional ethical behavior. In his unique 
position as executive director of the 
American Institute of Accountants, 
which he has served for nearly 30 years, 
he has applied a rare order of perspica- 
city and understanding in assisting the 
public accounting profession to achieve 
a truly remarkable level of ethical be- 
havior. Third parties who depend upon 
the ethical code of EPAs are no less in 


in Carey’s “Ethics” 


debt to Mr. Carey than are the CPAs 
themselves. 

Now Mr. Carey has written (and the 
AIA has published) a new edition, en- 
titled Professional Ethics of Certified 
Public Accountants. Since his section on 
ethics in tax practice is of prime impor- 
tance to all readers of this journal, we 
have obtained permission to excerpt cer- 
tain of the more widely applicable pas- 
sages. These follow: 

Customary activities of CPAs gener- 
ally designated by the phrase “tax prac- 
tice” include assistance to taxpayers in 
determination of tax liabilities and in 
planning business transactions with a 
view to tax effects; preparation of tax 
returns and claims for refund; processing 
of requests for rulings and applications 
for exemption; representation of tax- 
payers in explanation of returns to 
examining agents and in settlement of 
proposed additional assessments or 
claims for refund with the IRS. 

Many CPAs are admitted to practice 
before the Tax Court, and sometimes 
prepare petitions for review of cases by 
that body. The filing of petitions is 
often an essential part of the adminis- 
trative settlement of tax liabilities. Few 
CPAs represent clients in proceedings 
before the Tax Court, where the rules 
of evidence apply and a record is made 
subject to judicial review. 

For many CPAs tax practice is a prin- 
cipal source of revenue. The income tax 
laws, originating in an amendment to 
the Constitution in 1913, have been one 
of the reasons for the rapid growth and 
development of the accounting profes- 
sion in the United States. Many individ- 
uals and businessmen who had not kept 
careful accounts prior to that time found 
it necessary to do so in order to com- 
ply with income tax requirements. There 
was consequently a great demand for 
accounting services, particularly the in- 


stallation of bookkeeping and account- 
ing systems which would yield the neces. 
sary information to prepare and support 
tax returns. 


Preparation of returns 


From the beginning, accountants have 
usually been called upon to assist tax- 
payers who needed help in the prepara- 
tion of returns. Most businesses, as well 
as many individuals, need such help, 
and CPAs today handle a large part of 
this work. 

However, the Treasury Department 
places no limitation on the preparation 
of tax returns. Anyone whom a taxpayer 
chooses may prepare his return. But it 
is required that anyone giving a taxpay- 
er such assistance shall sign a “‘jurat” or 
affidavit incorporated in the return, and 
taxpayers are required to state whether 
or not they have had outside assistance 
for a fee. 


Practice before treasury department 


From the inception of the income tax 
system in this country, CPAs have been 
admitted to practice before the Treasury 
Department (i.¢., to represent taxpayers 
in dealings with the Internal Revenue 
Service) by virtue of their professional 
status—that is, without special examina- 
tion. Lawyers are also enrolled to prac- 
tice before the Treasury Department by 
virtue of professional status. A compara- 
tively small number of other persons 
have been enrolled as “agents” to prac- 
tice before the Department by virtue of 
passing special examinations for the pur- 
pose, or by virtue of having attained an 
advanced status as former employees of 
the Internal Revenue Service itself. 


Accounting, legal questions mingle 


Basically, tax practice encompasses 
several different kinds of functions in 
assisting taxpayers. One is aid in com- 
pliance—the actual preparation and fil- 
ing of tax returns. Since a tax return is 
mainly an assembly of financial data in 
customary accounting forms, it is large- 
ly an accounting function. 

At the other extreme is litigation of 
tax controversies in the regular courts, 
which is exclusively a legal function. 

In other phases of tax practice, ques- 
tions of accounting involved in the 
determination of income, particularly 
business income, and questions of law 
related to the legal status of taxpayers, 
the validity of legal instruments, and a 
host of other questions, are frequently 
closely intermingled. 
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It is obvious that the service of the 
CPA in practice is far from 
“unique,” as it may be said to be in the 
auditing of financial statements and the 
expression of opinions thereon. In tax 
practice the CPA finds himself practic- 
ing side by side with lawyers, public 


tax 


accountants, and self-designated “tax ex- 
perts.” But broadly speaking, CPAs do 
play an indispensable role in determina- 
tion, reporting, and settlement of tax 
liabilities at the administrative level. 


Ethical problems in tax practice 


Ethical problems of great importance 
and difficulty arise continually in tax 
practice. To many of these problems 


there are as yet no authoritative an- 
swers. The Rules of Professional Con- 
duct of the American Institute of Ac- 


countants, which deal so thoroughly 
with the ethical responsibilities of the 
CPA in his capacity as independent 
auditor, and in this area are backed up 
silent 


with respect to ethical responsibilities in 


by a substantial literature, are 
tax practice. The general literature on 
this subject is also sparse. 

Perhaps one reason for this void is 
that the Treasury Department has pro- 
mulgated certain rules of conduct ap- 
plicable to all persons enrolled to prac- 
tice before it. Inasmuch as this field is 
not the exclusive province of members 
of either the legal or accounting pro- 
fession, but is a field of mixed practice 
the Federal 
Government, perhaps neither of the two 


subject to regulation by 
professions has felt obliged to formulate 
canons or rules of ethics specifically ap- 
plicable to this area of practice. 

However, members of the American 
Institute of Accountants have been dis- 
ciplined by the Institute’s Trial Board 
for improper conduct in tax practice 
under the general provision of the by- 
laws providing for suspension or expul- 
sion for “conduct discreditable to the 
profession.” 

In 1955 the Institute’s committee on 
professional ethics in its report to the 
Council raised the question whether an 
official statement should be issued con- 
cerning the ethical responsibilities of 
CPAs in tax practice. In accepting this 
report, the Council acquiesced in a study 
of this proposal. A subcommittee of the 
committee on ethics is presently engaged 
in considering the matter, and collabora- 
committee on Federal 
taxation has been requested. Whether 
specific recommendations for 
adoption of rules of conduct, or official 


tion with the 


or not 


statements by the Council, will result 
from such study remains to be seen. 

Meanwhile, it seems useful to attempt 
in this book to identify the types of 
ethical problems that arise in tax prac- 
tice, to point out statements carrying 
some measure of authority which may 
serve as guideposts to ethical behavior 
in fhis field, and to discuss some of the 
moot questions. The basic ethical con- 
cept of professional competence should 
be kept in mind during this discussion. 

Ethical problems in tax practice fall 
into several categories: ethical respon- 
sibility to the client, to the Government, 
and to the general public, and ethical 
questions involved in relations with the 
legal profession in tax practice. 


Ethical responsibility to client 


Determination of tax and preparation 
of returns. It is generally agreed that 
the CPA in tax practice as in other fields 
of practice has a primary responsibility 
to his client. This need not conflict with 
his responsibility to the Government and 
to the general public. One duty to the 
client is to help him keep his tax to the 
minimum legally due—that is, to, avoid 
unnecessary overpayment. He also owes 
the client a duty, however, to try to keep 
him out of trouble—to advise him to 
avoid underpayments of tax that may 
lead to interest or penalties, and par- 
ticularly to dissuade him from conceal- 
ments which might result in charges of 
fraud. 

Avoidance of taxes—that is, keeping 
them to the legal minimum—is legally 
and morally proper. Evasion of taxes by 
filing false information or concealing 
significant information is obviously im- 
proper and illegal. 

Unscrupulous tax practitioners, it has 
been said, have prepared returns deliber- 
ately which resulted in overpayment of 
tax without the client’s knowledge, in 
order that the practitioner might later 
get the credit, and perhaps additional 
fee, for obtaining a refund. Unscrupu- 
lous practitioners have also encouraged 
clients to make questionable deductions 
which resulted in immediate tax 
ings,” for which the client was glad to 
pay the practitioner’s fee but which were 
offset later by assessments 
plus interest and penalties. These are 
clearly unethical practices for which a 
member of the American Institute of 
Accountants would be liable to disci- 
pline under the provisions of the by- 
laws relating to “conduct discreditable 
to the profession.” 


“sav- 


additional 
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Discovery of understatement in prior 
years. A problem which occasionally 
confronts CPAs arises from discovery 
that a client has substantially under- 
stated income in prior years. This under- 
statement on the part of the client may 
have been unintentional or intentional. 

Treasury Circular 230 
(regulations governing practice by en- 
rolled attorneys and agents before the 
Department) contains the following pro- 
vision: 

“Section 10.2(c). Each enrolled attor- 
ney or agent who knows that a client has 
not complied with the law or has made 
an error in, or an omission from, any 


Department 


affidavit, or other 
paper, which the law requires such client 
shall client 
promptly of the fact of such noncompli- 


return, document, 


to execute, advise his 
ance, error, or omission.” 

It seems clear that upon discovery 
of an error in a return of an earlier 
year the CPA should recommend to the 
client that the error be brought to the 
and that the 
additional tax due, if any, be paid. 

If the CPA believes that the client’s 
error was intentional, and that criminal 


Government’s attention 


prosecution by the Government might 
result, he should advise the client that 
he needs competent legal advice and 
aid. The CPA should remind the client 
that his civil rights may be involved. 
The CPA should also point out that he 
does not enjoy the legal right of “priv- 
ileged communication,” and consequent- 
ly might be required to testify on state- 
ments made to him by the client, and to 
make available working papers, corre- 
spondence and other documents relating 
to the tax returns under consideration. 

The CPA is not required to notify the 
Treasury Department of an error dis- 
covered in a return of a prior year. He 
should respect his confidential relation- 
ship with his client. Rule Number 16 of 
the Rules of Professional 
Conduct states: 


Institute’s 


“A member shall not violate the con- 
fidential relationship between himself 
and his client.” 

This has been held by the committee 
on professional ethics to apply to tax 
matters as well as other professional ac- 
counting work. 

However, many CPAs believe that if 
a client refuses to take steps to correct a 
material error in the return of a prior 
year the CPA should withdraw from the 
engagement—that is, part company with 
that client. This belief is based on per- 
sonal judgment of what is sound prac- 
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tice rather than on present ethical re- 
quirements. 
Alternative methods. Another fre- 
quent problem in the preparation of 
returns is how to present an unusual 
item in income or expense when alter- 
native methods appear to be permissible 
under the Internal Revenue Code or 
related Regulations, decisions and rul- 
ings, and one method is better for the 
taxpayer than another. Certified public 
accountants have a responsibility to 
point out the method which is most 
favorable to their clients, if at the same 
time it is justified under a reasonable 
interpretation of the accounting re- 
quirements of the tax law. At the same 
the CPA the 


possibility that the method most favor- 


time, should make clear 
able to the client might later lead to 
a deficiency assessment and ultimately 
to litigation. The decision should be up 
to the client in view of the possibility 
of interest charges and penalties, and 
the cost of possible controversy and liti- 
gation. 

the Internal 


Revenue Service. The CPA’s general re- 


Represe ntation before 
sponsibility to his client in representing 
him before the Service is to assist the 
client in making the best settlement pos- 
sible within a reasonable interpretation 
of the law. 

Treasury Department rules governing 
enrolled practitioners. Treasury Circular 
230 contains a general rule that enrolled 
shall canons of 
ethics of the American Bar Association 
and that 


attorneys observe the 


enrolled agents (including 
CPAs) shall observe the rules of ethics of 
the accounting profession. 

In addition to this general require- 
ment, Circular 230 itself contains a num- 
ber of rules which all enrolled practi- 


tioners are required to observe. 


Responsibility in preparing returns 

Tax Returns. In preparing a tax re- 
turn it is quite clear that a CPA is not 
subject to the same ethical requirements 
of ‘independence,” in its technical sense, 
as in the expression of opinion on finan- 
cial statements prepared in accordance 
with generally accepted accounting prin- 
ciples. The circumstances are entirely 
different, and the responsibilities must 
be different also. 

The CPA may prepare a return from 
data presented by the taxpayer without 
verification by the CPA; or from data 
submitted by the taxpayer, but partly 
checked by review of his books without 
reference to underlying records; or from 
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data taken from financial statements 
audited by the CPA on which he has 
expressed a professional opinion. In the 
first two instances the CPA obviously 
cannot take responsibility for the com- 
pleteness and accuracy of the informa- 
tion contained in the tax return. And 
even in the third instance, he is not 
asked or even permitted to take this 
responsibility. 

Although there seems to be no clearly 
defined responsibility on the tax practi- 
tioner to satisfy himself that the infor- 
mation presented in a return is com- 
plete and accurate, the CPA has an in- 
escapable ethical responsibility to exer- 
cise prudence in evaluating the infor- 
mation in the He should 
obvious 


return, not 


close his eyes to inaccuracies, 
nor should he readily accept informa- 
tion that his own knowledge might sug- 
gest to be in conflict with the facts. 

Persons others in 
preparation of income tax returns are 


required to 


who assist the 
sign the following ‘“‘jurat” 
or affidavit: 

“I declare under the penalties of per- 
jury that I prepared this return for the 
person(s) named herein; and that this 
return (including any accompanying 
schedules and statements) is, to the best 
of my knowledge and belief, a true, cor- 
rect, and complete return based on all 
the information relating to the matters 
required to be reported in this return of 
which I have any knowledge.” 

This form of affidavit makes no pro- 
vision for explanation of the extent to 
which a CPA may have satisfied himself 
as to the accuracy of the information in 
the return. The words “to the best of 
my belief” suggest a 
rather broad responsibility. The impor- 
tant question is whether these words 
imply that sufficient knowledge has been 
acquired to justify the belief. Some prac- 
titioners attached disclaimers to 
the standard form of affidavit, pointing 


knowledge and 


have 


out that they have not made examina- 
tion of the underlying data and accept 
no responsibility for the accuracy there- 
of. Opinions differ as to the effectiveness 
and desirability of such disclaimers. 
indicates that the 
Service personnel do not attach any sig- 
nificance to 


Available evidence 
because 
they do not assume that the practitioner 
has a responsibility to acquire knowl- 


such disclaimers, 


edge. 
The American Institute of Accoun- 
tants’ committee on Federal taxation, 


believing that the limitation of responsi- 
bility should be spelled out, recently 


suggested to the Service that the form of 
affidavit on tax returns be revised so as 
to show whether or not the practitioner 
who signed the return had made an ex- 
amination of the underlying records, and 
if so, the extent of such examination. 

The proposed new form was as fol- 
lows: 

“I/we declare under penalties of per- 
jury that this return (including any ac- 


companying schedules and statement) is, | 


to the best of my/our knowledge and 
belief, a true, correct and complete re- 
turn based on (check one): 

[_] examination of the accounting rec- 
ords of the taxpayer in accordance 
with generally accepted auditing 
standards; 

(_] a limited examination of account- 
ing records of the taxpayer; 

(_] information furnished by the tax- 
payer or the ac- 

counting records of the taxpayer 


obtained from 
without audit.” 


The committee believes that the in- 
formation which this form of affidavit 
would yield would aid the Service in 
classifying returns for audit, in that it 
would indicate generally the extent to 
which a responsible check had been 
made of accounting data underlying the 
figures in the return. Also it would pro- 
tect the tax practitioner against possible 
charges that in signing the language of 
the present form of affidavit he was ac- 
cepting a broader responsibility than the 
information in his possession actually 
warranted. 

It is a violation of law for a person 
who assists another in the preparation 
of a return to fail to sign the affidavit 
on the return. In addition, all returns 
include a question which the taxpayer 
is required to answer as to whether any- 
one was paid for assistance in preparing 
the return. 

In signing tax returns, the CPA 
should again keep in mind that the 
CPA certificate has acquired such pres- 
tige that the mere appearance of a 
CPA’s name in conjunction with finan- 
cial data is likely to add credibility to 
those data in the mind of a reader—in 
this case, internal revenue agents. 

What is the ethical responsibility of a 
CPA enrolled to practice before the 
Treasury Department in representing a 
taxpayer in negotiations with the Ser- 
vice for the purpose of settling addi- 
tional assessments or claims for refund? 
This is a very difficult and complex 
question, and no clear answer has 


’ 





req 





emerg¢ 
that s 
its xz 


{ yet ob 


The 
formal 
reveal 
how I 
tion i 
the ir 
ment 
the la 

It § 
cannc 
libera 
mater 
But t 
circul 


y finan 


feren 
be tr 
of tk 
justif 
has ¢ 
the r 
the ¢ 
be j 
tion 
revel 
inter 
the 
disp’ 
Fe 


| of s« 


ity t 

in 

Serv 
O 


| state 
| opp 


him 
tion 
reqi 
ord: 
son 
wit! 


eve 
to 
whi 
alte 
eve 
to 
to 
pri 
ful 


tio 
wi 
ba 
re 








form of 
-d so as 
titioner 
- an ex. 
rds, and 
ination, 


as fol- 


of per- 
any ac- 
lent) is, 
ee and 


lete re- 


ing rec- 
rdance 


uditing 
ccount- 


he tax- 
he ac- 


xpayel 


he in- 
fidavit 
‘ice in 
that it 
ent to 

been 
ng the 
d pro- 
ossible 
age of 
yas ac- 
an the 


tually 


»erson 
ration 
idavit 
eturns 
‘(payer 
r any- 


sariIng | 


CPA 
t the 
pres- 
of a 
finan- 


y ofa 
the 
ing a 
Ser- 
addi- 
fund? 
nplex 
has 





7 


\ 





a 





emerged. While there can be no doubt 
that some ethical responsibility exists, 
its exact nature and limitations are as 
yet obscure. 

The vital question is: how much in- 
formation should the CPA voluntarily 
reveal to the Government agent, and 
how much and what kind of informa- 
tion is he entitled to be silent about in 
the interest of reaching the best settle- 
ment which the CPA honestly believes 
the law allows. 

It goes without saying that the CPA 
cannot present false information or de- 
liberately conceal facts which have a 
material bearing on the point at issue. 
But there are many situations in which 
circumstances surrounding a particular 
financial transaction permit honest dif- 
ference of opinion as to how it should 
be treated for income tax purposes. Each 
of the alternatives may be reasonably 
justified under the law. If the taxpayer 
has decided to report the transaction in 
the manner most favorable to him, and 
the CPA representing him believes it to 
be justifiable, is he under any obliga- 
tion to bring to the attention of the 
revenue agent the possible alternative 
interpretations, or may he assume that 
the agent sustains the full burden of 
disproving the taxpayer’s contention? 

Following are summaries of the views 
of some CPAs on the ethical responsibil- 
ity to the Government of CPAs engaged 
in representing taxpayers before the 
Service. 

One authority, Albert H. Cohen, has 
stated that the examining agent has an 
opportunity to inquire into the facts for 
himself and to request such informa- 
tion as he desires. The practitioner is 
required to produce documents and rec- 
ords called for unless he has a firm rea- 
son for believing that the request is 
without foundation. In honoring direct 
requests of the examining agent, how- 
ever, the practitioner has no obligation 
matters 
which might reasonably be dealt with in 


to volunteer information on 
alternate ways. 

\nother CPA view is that there is an 
ever present conflict between the desire 
to present only the favorable facts and 
to omit the unfavorable ones, and the 
practitioner’s responsibility to reveal all 
fundamental facts pertinent to the issue. 
\ line must be drawn between the situa- 
tion where the holding-back of facts is 
the practitioner’s discretion, 
based on the assumption that he is not 
required to furnish the Government 
with the ammunition to defeat a tax- 


within 


payer’s valid claim, and the situation 
where the withholding of facts is tanta- 
mount to concealment or subterfuge. 

The following paragraph, according to 
one eminent tax practitioner, “probably 
contains the crux of the whole question, 
and possibly of the whole answer,” in 
regard to ethical responsibility for dis- 
closures in tax matters. 

Although both legal and moral con- 
cepts preclude concealment of material 
facts, neither a taxpayer nor the CPA 
representing him is under any obliga- 
tion to call attention to controversial 
matters when filing a return, or when it 
is examined by revenue agents. Where 
the application of the law to the facts is 
unquestioned, and the position taken in 
the return is intended to dispute the 
validity of the rule, failure to attach a 
plain statement to that effect would seem 
to justify the negligence penalty. Where 
an obvious mistake in the facts, or in 
calculations or otherwise, is discovered 
by the CPA to favor the taxpayer, the 
circumstance should be called to the at- 
tention of the Government, and when a 
mistake in favor of the Government is 
discovered by the revenue agent, it 
should be called to the attention of the 
taxpayer. The CPA should be required 
to inform representatives of the Govern- 
ment of any facts which completely dis- 
pose of the taxpayer’s case. The CPA 
should deal openly with representatives 
of the Government and should avoid 
anything suggesting concealment or 
trickery.1 (This is an unpublished view 
of a CPA.) 


Responsibility to the public 


In all this discussion it must be recog- 
nized that the general public as well as 
the Government is affected. If one citi- 
zen escapes his just tax, others must pay 
more. Our American income tax system 
is based on voluntary self-assessment, 
and the maintenance of such a system 
requires confidence in its fairness. Com- 
plete enforcement is impossible. There 
are now about 60 million individual and 
corporate taxpayers. It is believed that 
only about 3 or 4% of the income tax 
returns filed each year can be adequate- 
ly checked by the IRS. If each taxpayer 
approached the payment of his taxes as 
a contest in which the purpose was to 
outwit the adversary rather than as a 
civic duty, and if tax practitioners en- 
couraged their clients to rationalize the 
rules to their own advantage, the system 
would be in danger of breakdown, as it 
has broken down in other countries. 
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At the same time, it must be recog- 
nized that income for a short period, 
such as a year, and especially business 
income, is an elusive concept. There are 
wide areas in which subjective judgments 
must be exercised, and this inevitably 
can lead to honest differences of opin- 
ion. 

The Service also is not without re- 
sponsibility. If revenue agents approach 
examination of tax returns in a partisan 
spirit, with the objective of getting the 
most tax immediately by stretching the 
rules as far as possible in the Govern- 
ment’s favor, if they take advantage of 
technicalities inequitable to the taxpay- 
ers, if they insist on unnecessary adjust- 
ments of income or expenses between 
accounting periods, if revenue agents are 
rated for promotion on the basis of “‘pro- 
duction” of additional taxes—then tax- 
payers react defensively. They will view 
the Government as an adversary, and 
come to regard the payment of taxes as 
a game, rather than a moral obligation. 

Most tax practitioners have a sense of 
responsibility to the public, as well as 
to clients and the Government, but the 
precise nature and extent of this re- 
sponsibility is difficult to define. 

Practitioners know that if one tax- 
payer pays less than he should, others 
will have to pay more to make up the 
needed revenue. Certified public accoun- 
tants who earn the confidence of both 
their and the revenue agents 
serve as a stabilizing force. They help 
greatly to maintain confidence in the 
country’s tax system and to make it work 
with reasonable efficiency. 

Perhaps an effort should be made to 
develop standards of conduct and fair 
play to which both the Service and prac- 
titioners enrolled to practice before the 
Treasury Department would be _ re- 
quired to adhere. If revenue agents and 
enrolled attorneys and agents were sub- 
ject to well-defined responsibilities, the 
temptation of either party to take advan- 
tage of the other would be minimized. 


clients 


Relations with the legal profession 


In all phases of tax practice, questions 
of accounting and questions of law may 
arise. 

It has been generally conceded by 
authoritative spokesmen of both profes- 
sions that lawyers and CPAs have an 
ethical responsibility to safeguard the 
best interests of their clients by refrain- 
ing from giving service or advice which 
requires the training and skill of a mem- 
ber of the other profession. 
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This proposition is in harmony with 
the general ethical responsibility of a 
member of any recognized profession not 
to give service or advice which he is not 
competent to give. 

The difficulty of applying the general 
ethical proposition in actual practice is 
rooted principally in the difficulty of de- 
fining what constitutes “a question of 
law” and “a question of accounting” in 
a particular tax matter. Neither term has 
been generally defined by accepted au- 
thority, and there is considerable doubt 
whether they ever can be. 


The treasury department statement 

The Secretary of the Treasury on Jan- 
uary 30, 1956, issued a statement? which 
said in part: “the Department has prop- 
erly placed on its enrolled agents and 
enrolled attorneys the responsibility of 
determining when the assistance of a 
member of the other profession is re- 
quired.” This comment is made in con- 
junction with a reference to the provis- 
ions of the Treasury Regulations that 
enrolled observe the 
canons of ethics of the American Bar 
Association and enrolled agents must 
observe the ethical standards of the ac- 
counting profession. 


attorneys must 


In the final paragraph there is refer- 
ence to “professional responsibilities,” 
and to the Department’s intention that 
enrolled agents and attorneys shall re- 
spect “the appropriate fields of each.” 

It seems clear that the Treasury De- 
partment has adopted the ethical princi- 
ple that a practitioner should not ven- 
ture beyond the bounds of his profes- 
sional competence and intends that its 
enrolled practitioners shall comply with 
that principle. 

As a guide to compliance with this 
ethical principle, reference is made to 
the “Statement of Principles Relating to 
Practice in the Field of Federal Income 
Taxation,”’ which was approved by the 
House of Delegates of the American Bar 
Association and the Council of the 
American Institute of Accountants in 
1951. 

This statement, like other utterances 
on this subject, does not provide defin- 
itions of “questions of law” or “ques- 
tions of accounting.” For the most part, 
it consists of admonitions to members 
of the two professions not to venture 
beyond the field of their respective pro- 
fessional competence. 

It seems clear that individual members 
of the two professions must accept the 
ethical responsibility, first’ imposed on 
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them by their two national organiza- 
tions, and now reinforced by the Treas- 
ury Department Statement of January 
30, 1956, of determining when the lim- 
its of their own professional competence 
require that a member of the other pro- 
fession should be consulted. 

Certified public accountants, in tax 
practice, as in other types of work, 
should observe this ethical principle not 
only in relation to lawyers, but to other 
professional experts or technicians whose 
knowledge and skills may be useful to 
the client. In tax matters, for example, 
questions infrequently in 
which the advice and assistance of engi- 
neers, economists, statisti- 
cians, and other experts would be help- 
ful. The CPA handling the engagement 
should not attempt to deal with ques- 
tions of this kind which he is not 
equipped to answer, but should suggest 
to the client that a professionally com- 
petent technician be consulted. Only 
thus can the best interests of the client 
be served. 


arise not 
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Employment of lawyers by CPAs 


Certified public accountants practic- 
ing individually and in partnership have 
on occasion employed, as members of 
their staffs, persons who have been ad- 
mitted to the bar. Members of the legal 
profession have objected to this prac- 
tice on the ground that it signified an 
intention to “practice law.” It is illegal 
for a nonlawyer to employ a lawyer on 
a salary and through him to perform 
legal services for the public. 

Certified public accountants have re- 
sponded that when they employed mem- 
bers of the bar as members of their ac- 
counting staffs they did not permit these 
individuals to perform legal services for 
the public, but rather intended to train 
such individuals as accountants, encour- 
age them to pass the CPA examinations, 
and to confine their activities to those 
which the accounting firm, their employ- 
er, was authorized to perform. It has 
been pointed out that the possession of 
a law degree, or for that matter a degree 
in economics or engineering or business 
administration, is evidence of a mastery 
of a discipline in a field not entirely un- 
related to accounting, and that an in- 
dividual who possesses such a degree and 
decides to make accounting his career 
should not be at a disadvantage—indeed, 
there is a presumption that having al- 
ready mastered one discipline, he will 
be a promising candidate for the ac- 
counting profession. 


It has also been pointed out that law 
firms not infrequently employ CPAs as 
members of their staffs. 

At a meeting of the National Confer- 
ence of Lawyers and Certified Public 
Accountants, February 9, 1953, it was 
agreed as a general principle that law. 
yers employed by accounting firms and 
CPAs employed by law firms should not 
be permitted to do anything which their 
employers were not authorized to do. 

The Institute’s committee on profes- 
sional ethics has now raised the ques- 
tion with the Council whether this prin- 
ciple should be incorporated in the 
Rules of Professional Conduct of the In- 
stitute. A subcommittee is studying the 
question. 


Joint practice of accounting and law 


Bar associations, with some excep- 
tions, have generally held it to be un- 
ethical for lawyers to form partnerships 
with CPAs to engage in the joint prac- 
tice of law and accounting. 

For example, Opinion Number 269 
(June 21, 1945) of the American Bar 
Association committee on ethics reads 
as follows: 

“Partnerships—Division of Fees—A 
partnership between a lawyer and a lay- 
man accountant to specialize in income 
tax work and related accounting is per- 
missible only if the lawyer ceases en- 
tirely to hold himself out as such and 
confines his activities strictly to such as 
are open to lay accountants. 

Canons involved: 33, 34, 35, 47.” 

In Opinion Number 272, the Ameri- 
can Bar Association committee discussed 
the status of a lawyer who was also a 
CPA: 

“The committee all deem it in the in- 
terest of the profession and its clients 
that a lawyer should be precluded from 
holding himself out, even passively, as 
employable in another independent pro- 
fessional capacity. We find no provision 
in the Canons precluding a lawyer from 
being a CPA, or from using his knowl- 
edge and experience in accounting in his 
law practice. 

“We are all confident that a lawyer 
could not, as a practical matter, carry 
on an independent accounting business 
from his law office without violating 
Canon 27. 

“The committee all agree that a law- 
yer, who is also a CPA, may perform 
what are primarily accounting services, 
as an incident to his law practice, with- 
out violating our Canons. We are also 
agreed that he may not properly hold 
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himself out as practicing accounting at 
the same office as that in which he prac- 
tices law, since this would constitute an 
advertisement of his services as accoun- 
tant which would violate Canon 27 as 
construed in our opinions.” 

The professional accounting societies 
have not promulgated any rules on this 
subject. 

Rule Number 3 of the Rules of Pro- 
fessional Conduct of the Institute pro- 
“participation in the fees or 
profits of professional work . . . directly 
or indirectly to the laity .. ..” 

However, this rule has never been in- 
terpreted by the committee on profes- 
sional ethics to prohibit a partnership 
by a member of the Institute with a law- 


hibits: 


yer. 

From the viewpoint of the public in- 
terest, there are arguments on both sides 
of this question. It will doubtless have 
further study by the American Institute 
of Accountants. % 


1The book quotes here passages from Tax Law 
Review, November, 1952, omitted in the interest 
of saving space. Ed. 

2Quotation of Treasury Statement in book omit- 
ted. Ed. 

Text of Statement 
book, omitted. Ed. 


of Principles, quoted in 


Kentucky Bar withdraws ethics 
statement on tax practice 


THE STATEMENT by the Committee on 
Ethics of the Kentucky State Bar Asso- 
ciation outlining what it considered to 
be the practice of law in tax matters, re- 
ported at 6 JTAX 319 has been with- 
drawn, we learned. This is the 
statement which said that “the minute 
a single act is done to a tax return the 
party doing so is practicing law.” The 
Association had requested the Kentucky 
Court of Appeals to rule that the state- 
ment represented the law in Kentucky. 

The Association feels that the earlier 
statement was too drastic, hence is with- 
drawing it in favor of a new statement 
now being prepared, upon which they 
will request an opinion of the Court of 
Appeals defining what is the practice of 
law by CPAs. 

rhe Association is reported to believe 
that in Kentucky tax accountants have 
been practicing law in various capaci- 
ties, particularly in the administration 
of estates. It intends to try to remedy 
this situation without invading the 
proper field of tax accounting. * 


have 
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REESTABLISHMENT OF ACCOUNTING AS LEARNED ART 


PERSPECTIVE on the nature of ac- 
countancy as a learned art is a com- 
forting state of mind for the pro- 
fessional accountant in the United 
States. This being so, he will take 
much delight in the words of The 
Economist (London), 
urbane weekly) in commenting on 
the new book Studies in the History 
of Accounting, by A. C. Littleton and 
B. S. Yamey (Sweet and Maxwell, 
50 s.). This is how The Economist 
put it: 

This collection of 23 essays, tracing 
the history of accounting from the 
Greeks Romans to the Com- 
panies Act of 1900, makes an im- 
portant contribution to the re-estab- 
lishment of accounting as a learned 
art. Thus it was in the curriculum of 
Oxford at the end of the thirteenth 
century, even though it has no place 
in the twentieth century. The essays 


(that always 


and 


provide a fascinating historical survey 
because of the constant interplay of 
themes: the 
progress made in the conversion of 
the business world to the Italian in- 
vention of double entry perfected 
somewhere between AD 1250 and 
1350; and the ingenuity of the non- 
Italian world in running its business 
affairs quite efficiently with very 
primitive bookkeeping techniques. 
Professor Raymond de Roover shows 
that by the middle of the fourteenth 
century the Italians had all the re- 
finements of bookkeeping—balanced 
books, 


two opposing slow 


prepayments, accruals, re- 
serves, depreciation provisions, man- 
agement accounting; accounts were 
being filed for tax purposes as early 
as 1427 and, a few years later, tax was 
being avoided by the preparation of 
special accounts for the revenue au- 
thorities. 

Yet Mr. Rudolph Robert can trace 
the history in England of wooden 
tallies notched to form primitive re- 
ceipts which were not finally aban- 
doned until 1826 and were last heard 
of in quantity when they were re- 
sponsible for the burning down of 
Parliament in 1834; Mr. Harold 
Pollins makes it clear that the theory 
of depreciation baffled many boards 
of railway companies throughout the 


Victorian era; and, according to Mr. 
J. G. C. Jackson, a rational system of 
teaching double entry without pages 
of rules or mythical personages such 
as Mr. Chest and Mr. Box did not get 
into a standard textbook until 1949. 
A reader of this book is forced to ask 
both how this could have happened 
and whether we are sure that we have 
not still got things to learn from Luca 
Pacioli writing about AD 1493 or 
Hugh Oldcastle writing in English in 
1543. The essays on Pacioli himself 
and early English books on book- 
keeping show that instructional 
treatises were available from these 
dates and had that 
despite the difficulties inherent in 
making any calculations with Roman 
numerals good accounting could be 
an aid to management. Indeed Mr. 
de Ste. Croix in a scholarly study of 
Greek and Roman accounting makes 
one wonder why one of the Greek 
notational systems did not make the 
arabic system superfluous. We can 
draw the last 
essay by Mr. Nishikawa in finding 
that even Japan, a country which 
assimilated the western 
heritage quickly and profitably, took 
only reluctantly to double entry. 
The much more 
than a mere history of the spreading 
of double entry. Some are essentially 
learned, well provided with notes and 
throwing out a challenge to scholars 
to study and publish sources known 
to exist but yet adequately 
studied; others are frankly anecdotal 
though demonstrating the delightful 
incidental bits of history to be de- 
rived from a man’s rough or not so 
rough accounts; in this category 
comes the depressing joint disclosure 
by Messrs Edey and Panitpakdi that 
in the last quarter of the nineteenth 
century The Economist could not de- 
cide for or against the compulsory 
publication and filing of accounts. 
This book can be recommended to 
all those who recognize accounting 
as a vital part of modern business 
and wish to know what put Italian 
business on top five centuries ago 
and produced an early but very suc- 
cessful tycoon. * 


demonstrated 


comfort only from 
much of 
contain 


essays 


not 














* 


=» 38s 


& @¢@ ee 


owe ae + 


62 +¢ The Journal of Taxation 


NEW DEVELOPMENTS IN 


July 1957 


Tax-exempt institutions 


"AND RELATED MATTERS 





Practical pointers on how to get and keep 


tax-exempt status for an organization 


by PAUL D. YAGER 


Getting an exemption ruling is one thing; maintaining the exemption is another. 


Details of operation at an administrative level have a great deal to do with whether 


an organization can qualify, and whether it can stay qualified. This article reports 
5 d 4 


on how the IRS is operating today in processing applications and reviews for tax- 


exempt status, and emphasizes the practical aspects of getting and keeping it. The 


author is a partner in the Washington office of Lybrands, Ross Bros. & Montgomery. 


attitude 
Service 


ie PREVAILING of the In- 
ternal is that it 


should not grant “insurance policies” in 


Revenue 


the form of exemption rulings unless it 
is clear that the Code permits the tax 
effect which the taxpayer desires. This 
attitude the 
practitioner who is confronted by prob- 


creates difficulties for tax 
lems regarding either the formulation or 
the operation of an exempt institution. 

One very good reason for emphasizing 
these aspects of taxation as they relate 
to foundations is the keen interest which 
has been expressed by various members 
of Congress in this area during recent 
The 
and enthusiastic comments, both critical 


years. now famous investigations 


and commendatory, which have been 
made by various senators and represen- 
tatives should lead every practitioner to 
a keen awareness that this field of taxa- 
tion is one which may see many changes 
in the near future. What those changes 
will be probably no one can predict to- 
day, but a straw in the wind is perhaps 
the following statement which was made 
upon the floor of the Senate during the 
closing days of the Second Session of the 
84th Congress by Senator Stennis: 

“I urge the Department of the Treas- 
ury, with the full cooperation of the De- 
partment of Justice, and other executive 
departments, to maintain a close and 
continuing scrutiny on the activities of 
all organizations presently tax-exempt 
under section 501 of the Internal Rev- 


enue Code, and to unhesitatingly revoke 
any exempt status when those activities 
indicate a substantial deviation from the 
purposes and goals expressed in the cor- 
porate charter or other organic author- 
ity. 

“Also, I call on the executive branch 
to exercise its best objective judgment, 
based on a full knowledge of the facts 
required by law, in restoring to the rev- 
enue of this country any portion of 
funds which presently are tax-exempt 
because of inadequate investigation and 
inadequate evaluation of activities of 
tax-exempt organizations, when com- 
pared with the purposes expressed in 
their charters or other organic author- 
ity. 


Although the foregoing comments 
were made specifically in connection 
with tax exempts which may have 


abused their rights in the field of sub- 
version, it that Senator 
Stennis’ interest is not limited solely to 


seems clear 


such foundations. 


Recipients of grants 


One particularly bothersome problem 
in this area involves the nature of the 
recipients of the bounty of exempt or- 
ganizations. Exempt organizations, par- 
ticularly those which are charitable in 
nature, constantly receive requests for 
grants from other charitable organiza- 
tions. Many foundations, upon receiving 
such requests, have made a grant to the 


requesting organization with complete 
confidence in the propriety of the ac. 
tion, only to find later that the Service 
is suggesting that their tax exemption 
is in jeopardy because the donee organ- 
ization had not obtained an exemption 
under Section 50Ic)(3). It is becoming 
fairly common for charitable organiza- 
tions to receive a letter from a District 
Director to the effect that, upon review 
of the foundation’s Form 990A, it has 
been noted that grants were made to 
organizations which had not received 
Section 501(c)(3) exemptions. The letter 
may continue with a request to provide 
additional information regarding the 
purposes of the recipient, and conclude 
that the continued practice of making 
gifts to such organizations may result in 
the foundation’s losing its own exemp- 
tion. During recent months, the Service 
has also instituted the practice of in- 
cluding such a warning in any exemp- 
tion letter which it issues to an organi- 
zation which it finds has made gifts to 
such organizations during the first year 
of its existence. 

Here, then, is the imposition of an 
administrative requirement which, in 
many cases, would not be upheld in liti- 
gation. There is no statutory require- 
ment—indeed, there is none even in the 
Service’s regulations—that a foundation 
must give its money to other 501(c)(3) 
organizations. The familiar requirement 
of purity of purpose, i.e., charitable, 
scientific, literary, educational, or relig- 
ious; the “must not inure to the benefit” 
rule, and the prohibition against propa- 
ganda or lobbying are the only statutory 
requirements applying to the usual foun- 
dation. The gift which our foundation 
made is presumably completely proper 
under its charter or declaration of trust, 
which ordinarily provides only that its 
funds shall be expended for the charit- 
able, educational, or similar purpose for 
which it was formed. If the recipient ex- 
pended the grant which it received for 
the appropriate purpose, it is inconceiv- 
able that any court would hold that the 
foundation had lost its right to exemp- 
tion, regardless of whether the recipient 
organization actually had an exemption 
ruling from the Service. In all fairness, 
it should be admitted that the Service 
probably would not contend that the 
donor-foundation here discussed had lost 
its exemption, but it does feel that the 
only way it can exercise administrative 
control over the thousands of such or- 
ganizations is by imposing this require- 
ment. Service officials have seen serious 
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abuses of the practice of donors making 
exempt 
foundations which then make grants to 
probably 

exemp- 
tions. In spite of the fact that the Ser- 
yice’s threat to withdraw an exemption 


deductible contributions to 


suspect organizations which 


could never themselves obtain 


would not be upheld in litigation, one 
has only to scan the high sounding and 
puritanical titles of many organizations 
on the Attorney General’s subversive list 
to feel at least a twinge of sympathy for 
this administrative practice. 

sefore making grants to requesting 
agencies, directors or trustees of a foun- 
dation would be well advised to obtain 
assurances, preferably a copy of the Ser- 
vice’s ruling, that the prospective donee 
has been ruled exempt. Much grief, in 
the form of protracted controversies, 
professional fees, doubt as to status, and 
perhaps even the loss of exemption in 
the event the donor does not use the 
fund for a “pure” purpose, could be 
saved by such a practice. Many large 
foundations make this an inflexible rule 
to the extent that they have form letters 
for the purpose of obtaining the desired 
information. It is also good practice to 
accompany any grant to another organ- 
ization by a letter specifying that it is to 
be used solely for charitable, education- 
al, scientific, etc., purposes. This proce- 
dure probably removes the danger that 
could arise if the recipient should utilize 
the funds for a proscribed purpose. 


Investments 

Another area in which the Service is 
extremely interested at the present time 
relates to the manner in which directors 
or trustees manage the assets of the ex- 
empt organization. The Service has seen 
too many cases where grantor-fiduciaries 
view their organization as simply a tax- 
exempt pocketbook from which to con- 
duct all sorts of speculative activities. 
“Blue chip” investments are sold almost 
immediately upon their receipt by the 
organization and the proceeds are rein- 
other into 
which the grantor would never have in- 
funds. Fiduciaries fre- 
quently retain stocks they have pur- 
chased on the basis of an “inside tip” 
for only a few days or weeks and then 
convert them into another investment as 


vested in stocks or assets 


vested his own 


to which they have equally reliable in- 
formation. Service officials believe, and 
possibly with some justification, that the 
tax exemption which is granted to these 
eleemosynary organizations carries with 
it responsibilities to the public, among 


is a certain attitude toward in- 
vestments; call it conservatism, perhaps, 


which 


which will protect those persons or pur- 
poses for whose benefit the exemption 
was granted. In examining Forms 1023 
and 990A the Service does not concern 
itself with isolated cases of short-term 
investments since it recognizes the duty 
of fiduciaries to diversify portfolios and 
to use their best judgment in making 
investments. It recognizes that during 
times of adjustment funds are frequent- 
ly placed in assets which the fiduciaries 
may not intend to hold for any substan- 
tial period of time. It also recognizes 
that fiduciaries, like all investors, maay 
change their minds within comparative- 
ly short periods of time. Merely to state 
the problem is to emphasize its subjec- 
tive nature and perhaps the only gen- 
eralization which can be made is that 
fiduciaries should keep in mind that “in- 
vestment” is desirable for exempt organ- 
izations, “speculation” is not. 


Business activities 

A particularly interesting problem in- 
volving the operation of exempt organi- 
zations relates to the extent to which 
such organizations may engage in busi- 
The | situation of 
course, that Section 511 et seq. imposes 
a tax upon the unrelated business in- 


ness activities. is, 


come of certain tax-exempt organiza- 
This 
Congress recognized that many such or- 


tions. is a clear indication that 
ganizations do and will continue to en- 
gage in business activities. The interest- 
ing aspect of the problem is that the 
Service frequently draws a line some- 
where between the tax-exempt organiza- 
tion which engages in unrelated business 
and the organization which is seeking 
tax exemption but whose business activi- 
ties are so important in relation to its 
whole picture that the Service does not 
believe that it is entitled to any exemp- 
tion at all. Similarly, Section 503 pro- 
vides that, under certain circumstances, 
an exempt organization may lose its 
exempt status by reason of having en- 
gaged in “prohibited transactions” with 
the donor or someone closely related to 
him. 

Here, again, the existence of Section 
503 and the specifically described pro- 
hibited transactions would seem to be 
some indication by the legislature that 
it recognized that grantors and their 
foundations will engage various 
transactions with each other. The Ser- 
vice, however, has taken the position 
that, even though the organization has 


in 


- 
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not engaged in any of the prohibited 
transactions which are specifically de- 
scribed in Section 503, its business deal- 
ings with the grantor may nonetheless 
disqualify it entirely from exeniption 
under Section 502(c)(3). 

In such the Service contends 
that the either not 
formed or not operated exclusively for 


cases, 
organization is 
the required purposes, but in effect was 
organized or is being operated: in large 
part for the benefit of the grantor. See, 
for example, Section 1.503(a)-1(a) of the 
that: 
“Even though an organization has not 
engaged in any of the prohibited trans- 
actions referred to in section 503(c), it 
still may not qualify for tax exemption 
in view of the general provisions of sec- 
tion 501(c)(3) and section 401(a). Thus, 
if a trustee or other fiduciary of the or- 
ganization (whether or not he is also a 
creator of such organization) enters into 
a transaction with the organization, such 
transaction will be closely scrutinized in 
the light of the fiduciary principle re- 
quiring undivided loyalty to ascertain 
whether the organization is in fact be- 
ing operated for the stated exempt pur- 
poses.” 


proposed regulation providing 


Section 306 stock 


Another area in which the Service has 
been closely scrutinizing foundations 
involves “Section 306 stock,” a new term 
under the 1954 Code. This section is so 
recent little experience with it has yet 
been gained. It provides generally that 
the sale or other taxable disposition of 
preferred stock which was received in a 
nontaxable reorganization or as a stock 
dividend will result in ordinary income. 
Stock which is so “tainted” retains its 
usually undesirable nature in the hands 
of a donee of the original owner. If such 
donee is exempt from tax upon all of its 
income, as is a foundation, it has been 


suggested that avoidance could be suc- 
cessfully achieved by having a stockhold- 
er donate his “306 stock” to his founda- 
tion, claiming a charitable deduction 
for its fair market value. Thereafter, the 
foundation might sell the stock to a 
third party in whose hands it would not 
be “tainted” or the issuing corporation 
might redeem the stock directly from the 
foundation. 

In passing upon applications for ex- 
emption of new foundations, the Service 
now reviews closely the stocks which are 
held by the foundation. If it finds that 
any of such stock is “Section 306 stock,” 
it examines the transaction very closely 
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for the purpose of determining whether 
there was or is any intention of utilizing 
the afore-mentioned scheme. If any sub- 
intention 
is found, it will probably be impossible 


stantial evidence of such an 


to obtain an exemption for the founda- 


tion. To undertake such a transaction 
early in a foundation’s existence is ex- 
tremely dangerous, since the Service con- 
that 


tends the statutory requirement 


that the foundation be 


“organized” ex- 
clusively for the prescribed purposes has 
been violated. The same problem could 
well arise where an old established foun- 
dation is used, since the statute uses the 
term “organized and operated” exclu- 
sively for the permitted purposes, al- 
though here again a transaction which 
might prevent the issuance of a favor- 
able ruling might not be so flagrant as 
to warrant the withdrawal of an exemp- 
tion already issued. Furthermore, the es- 
tablished foundation may be substan- 
tial enough that the transaction is rela- 
its entire 
operations, whereas it would be rare to 


tively minor in relation to 
find a foundation which, during its first 
year of operations, even before it knows 
whether it is exempt, could obtain suffi- 
cient assets so as to make such a trans- 
action minor in relation to the whole. 

Grantor-fiduciary relationship 
the Service’s 
examination of 


Another example of 


ever-increasing prob- 
lems of foundations is typified by its re- 
¢ent concern over the relationship be- 
tween the grantor and the fiduciary of 
the exempt organization. For some time 
the Service apparently gave serious con- 
sideration to adopting the position that, 
unless a majority of the trustees or direc- 
tors of the exempt organization was com- 
pletely independent of the grantor, the 
foundation was not entitled to an ex- 
emption. It now appears, however, that 
Service position in this respect has crys- 
tallized to the extent that the mere exis- 
tence of such a relationship will not 
per se prohibit the organization from 
being exempt. It is clear, however, that 
in any case where therei s a close rela- 
tionship, whether by reason of blood, 
be- 
tween the grantor and the trustees or 


marriage, or business association, 
directors, the Service will be extra cau- 
tious in granting an exemption. Every 
transaction which is entered into by 
such an organization will be closely scru- 
tinized, and there are indications that 
the 990A of a 
which such a close relationship exists 


may receive closer and more frequent 
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scrutiny than if such relationship did 
not exist. It is interesting to note in con- 
nection with this problem that the Ser- 
vice is willing to concede that a gran- 
tor’s attorney or accountant is an inde- 
pendent, perhaps even an adverse, party. 

During recent months, the granting 
of scholarships seems to have become a 
very popular purpose of tax-exempt or- 
ganizations. The apparent increase in 
activity of this sort is perhaps attribut- 
able to the many broad discussions and 
studies which have been conducted in 
recent years regarding the adequacy of 
higher education in the United States. 
However, regardless of the reason for the 
increase, it has become an increasingly 
common practice for a grantor, in most 
instances a corporation, to form a tax- 
exempt foundation, one of whose pur- 
poses is the granting of scholarships to 
deserving students who may or may not 
be required to be dependents of em- 
ployees or former employees of the gran- 
tor. The Service has been greatly con- 
cerned over this tendency and for some 
time it seriously considered adopting the 
position that the mere power to grant 
scholarships to dependents of employees 
or former employees was enough to pro- 
hibit such a foundation’s obtaining an 
exempt status. After many conferences 
and much soul searching, however, the 
Service has conceded that the mere exis- 
tence of such a power will not prohibit 
the granting of the exemption. The Ser- 
vice is now viewing this matter as purely 


a question of fact, and exemption appli- 
cations which were held in suspense for 
many months are now being acted upon 
by the Service. 

To be completely fair to the Service, 
again it must be admitted that problems 
in this area run the entire gamut from 
black to white. Some foundations are au- 
thorized to grant scholarships only ‘to 
children of employees or former employ- 
ees. The selection board may be the di- 
rectors of the grantor corporation or it 
may be independent. Awards may be 
based on financial need or on the rela- 
tive position in the corporation of the 
applicant’s father, the higher his posi- 
tion the better the applicant’s chances. 
A grantor’s foundation may grant schol- 


arships to his neighbor's children and, if | 


“ 
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such is not already the case, the next | 


door neighbor's foundation will prob- 
ably make reciprocal grants. 

If the facts in the particular case jus- 
tify it the Service will approve the grant- 
ing of scholarships even though the class 
is limited solely to employees’ children. 
The Service requires that such plans 
operate fairly in all respects. It is ad- 
visable to have grants based on financial 
need Inde- 
pendent selection boards and the use of 


and outstanding ability. 
college entrance board examinations will 
also assist in getting approval of scholar- 
ship plans. Extreme care should be taken 
that an unreasonable number of officers’ 
or stockholders’ children do not receive 
the grants. 





NEW DECISIONS ON EXEMPT INSTITUTIONS 








High royalties and salary to founder 
show foundation not exclusively educa- 
tional. The Tax Court had found tax- 
payer was not an exempt institution for 
1944, 1945 and 1946 (17 TC 1604, affd, 
212 F2d 205). The changes made since 
(change in compensation to founder 
from share of profits to salary and roy- 
alty) did not transform it into a venture 
“exclusively” for educational purposes. 
The court, in denying tax-exempt status, 
finds the salaries to be not merely ex- 
cessive but “characteristic of the enter- 
prise . . . conducted as a commercial en- 
terprise for the greater benefit of one 
person.”” Gemological Institute of Amer- 
ica, Inc., DC Cal., 2/20/57. 


Charitable deduction allowed for con- 
tribution of “air rights.” Owners of a lot 
with a two-story building thereon con- 


veyed to a charity the perpetual rights 
to build, own, and maintain five addi- 
tional stories on the existing building. 
Although the owners did not obligate 
themselves to rebuild in case of destruc- 
tion of the building, if they did elect to 
rebuild, the charity would also have the 
right to rebuild. The court holds the 
conveyance of the “air rights” consti- 
tuted valuable property rights which 
qualified as a charitable contribution, 
and finds the value of such rights at not 
less than $70,000. An alternative claim 
the that the 


made by Commissioner 


basis of the two-story building should 
be decreased by any value determined 
‘air rights” is ruled improper as 
the Commisioner did not contest the de- 
preciation taken on the two-story build- 
ing, and did not offer any other reason 
for requesting the reduction in basis. 
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Fair, 27 TC No. 106. 

Commissioner can retroactively revoke 
ruling on tax exempt status. In 1939 
the Commissioner granted taxpayer ex- 
empt status on information it sub- 
mitted. In 1949, after an investigation of 
taxpayer, the Commissioner modified 
his 1939 ruling and determined that 
42, not 
qualify as an exempt organization. The 
the Supreme 
Automobile Club of 
the had 
to rescind his earlier rul- 
the 
back years. The filing of in- 


beginning 7/1 taxpayer did 


court holds, following 
decision in 
that 


the authority 


Court 
Michigan, Commissioner 


ing and to determine deficiencies 
for the 
formation returns (Form 990) for the 
years involved is held not to have started 
the 


The court noted that taxpayer did not 


the running of Statutory period. 
were briefs filed for it for 
and collection of taxes. So- 
of Good Neighbors, TCM 1957-71. 


app ar, nor 
assessment 


ciety 


Donations to church operating private 
businesses not deductible. Taxpayer was 
held to have operated a restaurant in 
her own name and not on behalf of a 
church to which she contributed all the 
income. Nor could this contribution to 
the church be deducted as the church 
was not organized and operated exclu- 
sively for religious purposes. In an at- 
tempt to apply religious principles to 
economic problems the church's prin- 
cipal functions consisted of various com- 
mercial activities carried on for profit 


in competition with privately owned 
enterprises. This Court affirms. Riker, 
CA-9, 4/12/57. 


No deduction for club donations to help 
families of deceased members. Contribu- 
butions made to a fraternal club to help 
defray sickness or burial expenses of a 
deceased nember are in reality contri- 
butions to individuals and are not de- 
ductible by the donors. Rev. Rul. 57-188. 


* . * a 
Miscellaneous new decisions this month 


Competition not an “unusual temporary 
A bakery re- 


799 


444 


circumstance.” 
quested EP] relief 


economic 


under Section 


contending that its base period earnings 


were depressed because of an unusual 


temporary economic Circumstance, name- 


ly, price wars in which it was not even 


engaged resulting in a loss of customers. 


CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 40¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50 St., 
New York 22. Replies should also be 
sent to this address. 














PRACTICE FOR SALE 
Well-established tax accounting 
practice for sale. Annual gross $30,000. 
Central California, ideal climate. Owner 
wishes to retire. Box 127. 


and 


SITUATION WANTED 


lax attorney-accountant, experienced 
tax writer and researcher. M. B. A. For- 
mer internal revenue agent and public 
accountant. Seeks full or part-time em- 
ployment with potential in law, CPA, 


or industrial firm. Box 130. 





The court disagrees pointing out that 
in substance the corporation was simply 
engaged in severe competition with firms 
in its own and related fields, and that 
Section 722 relief could not be granted 
because of depressed earnings caused by 
competition. Old Homestead Bread Co., 
28 TC No. 31. 


Tax Court can consider standard EPT 
issue though only 722 raised in claim. 
In 1948 taxpayers filed applications for 
relief under Section 722 for 1944 
1945. While applications were 
pending, taxpayer in 1949 filed a refund 
claim on the ground that the invested 
capital for 1944 and 1945 should be 
increased by goodwill paid in at incorpo- 


and 
these 


Index of cases * 65 


untimely and barred. The timely appli- 
cation for relief pursuant to Section 
722 did not operate to suspend the run- 
ning of the statutory period of limita- 
tions for a refund of EP taxes upon this 
new ground. One dissent on the ground 
that Congress intended that a 722 claim 
should put the whole EPT liability be- 
fore IRS and the courts. This court re- 
verses, agreeing with the dissenting Tax 
Court judge. H. Fendrick, Inc., CA-5, 
3/29/57. 


Inventory write-down can’t qualify as 
abnormal deduction for EPT relief. 
Taxpayer reduced its inventory at the 
year-end to the lower of cost or market 
value. In determining its average base 
period net income for the purpose of 
computing the excess profits tax credit 
under the income method, taxpayer is 
held not entitled to exclude the inven- 
tory write-down as an abnormal de- 
Co. 28 TC 


duction. McKay Machine 


No. 21. 


Oil driller denied larger EPT credit. 
An oil-well drilling company which ac- 
quired additional drilling rigs in 1937 
and suffered a fire loss in 1936 is denied 
a constructive-average base-period net 
income which would result in a credit 
larger than that allowed by the Com- 
missioner. Parker Drilling Co., 27 TC 
No. 97. 


EPT relief granted dentifrice manufac- 
turer. The Pepsodent Co., engaged in 
the manufacture and sale of dentifrices 
and related products, is held entitled to 
excess profits tax relief under Section 
722(b)(4) because of base-period changes 
in its management and operations. Two 
judges dissent: they do not think the 
taxpayer met the burden of proving 
that changes in net income were due to 
management changes. Lever Bros. Co., 





ration. This latter claim is here held 27 TC No. 116. 
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ALEXANDER’S FEDERAL TAX HANDBOOK is the only | QRDER ON APPROVAL 
complete one-volume reference text on all Federal taxes including is 2 
income, estate, gift, social security, withholding, excise and miscel- Recognizing the difficulty of 


laneous taxes. | evaluating a work of this na- 


; : , ture without seeing it, we re- 
Even the tax expert with an extensive tax library will find Pages 


this one-volume work a handy desk companion for the quick 
answer to the many problems that arise in daily practice. | it to you on thirty days ap- 
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quest the opportunity to send 


A customer for the 1956 Edition wrote last year, “We have 
been advised that the current edition of this book is one of the 
very best available, and we would like to add a copy to our library.” 


proval order form in the lower 


left-hand corner now. 
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